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OUR COVER 


Edward F. Preston, Assistant Commissioner of Internal Revenue (Ad- 
ministration), is featured on our cover this month. Mr. Preston, a career 
IRS official, was appointed by the Commissioner to the newly created 
position on September 1, 1960. As Assistant Commissioner (Adminis- 
tration), he supervises the consolidated administrative activities of the 
Service. These activities include the administrative divisions for Per- 
sonnel, Training, Operating Facilities, Reports and Public Information. 


Mr. Preston brings to his new position a wealth of experience 
attained during his years in the Service as one of its top management 
officials. During the past five years he has served as assistant to the 
Deputy Commissioner of Internal Revenue, and also served in a liaison 
capacity between the operating and administrative divisions of the Serv- 
ice. He actively participated in the development of the Service's ‘‘Blue 
Ribbon" program, which is designed to increase the professional compe- 
tence of all IRS employees, and the agency's Executive Development 
Program, which selects and trains top management personnel within the 
Internal Revenue Service. Both of these programs have been extremely 
successful, and have had a wide influence for retaining highly trained 
career employees. 


Mr. Preston, who is 41 years of age, is a native of Boston. Gradu- 
ated from Syracuse University (to which he had won a graduate fellow- 
ship in public administration) in 1948, he was appointed as a junior 
professional assistant on the Treasury Department's Management Staff 
in Washington, D. C. In 1950, he transferred to the Internal Revenue 
Service as a management analyst, and rose steadily to the position of 
assistant to the Deputy Commissioner. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Thoughtful tax man. The thoughtful tax man of the month is 
Louis M. Brown, Los Angeles attorney, with an inquiry into the 
teaching of tax law in the colleges. On the principle that a grasp 
of the normal applications of the law serves better in college than 
the law school’s familiar preoccupation with the abnormal, problem- 
atic application, Mr. Brown urges thorough coverage of tax law at 
work every day with a view to problem-recognition—turning to the 
professionals for solution. See page 822. 


Settlements. At page 827, the new settlement procedure is dis- 
cussed by James T. Wilkes, Jr., who is associated with the Chicago 
law firm of Seyfarth, Shaw, Fairweather & Geraldson. He points out 
that in the past, 87 per cent of the cases before the Tax Court have 
been settled without trial, and if the procedure is successful, this per- 
centage will be increased. 


The stock market. It is close to the end of the year, when activity 
in the stock market increases for improvement of tax position. The 
article beginning at page 829 discusses the weird jargon of the stock 
market: put, call, spreads, straddles, strips, straps, premium, etc. It 
is informative and authoritative, having been prepared by Charles A. 
Lippitz, who is with the Chicago law firm of Gottlieb and Schwartz. 


Pennsylvania. Corporate “manufacturers” in Pennsylvania have 
been enjoying a considerable measure of tax relief for the past two 
years, because the state’s legislature unexpectedly reinstated the 
manufacturing exemption provision in the Capital Stock (Franchise) 
Tax Act. There are approximately 16,000 domestic and 2,500 foreign 
corporations claiming the exemption. The article at page 837 dis- 
cusses this situation and a number of cases which have arisen under 
the exemption and what to do about it. The author of the article, 
Robert E. Cusick, is chief of the Legal Division, Bureau of Corpora- 
tion Taxes, Department of Revenue, Commonwealth of Pennsylvania. 
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Section 531. Code Section 531 is the new name of the old and 
popular Section 102, which had to do with the accumulation of earn- 
ings or an unreasonable accumulation of surplus. Since earnings are 
the sinews of growth—particularly of a small corporation—this section 
deserves intensive study by tax planners. James K. Hall, who is 
professor of economics at the University of Washington in Seattle, 
recently has been director of the Tax Advisory Group to the Republic 
of Korea under the auspices of The Brookings Institution. See his 


article at page 849. 


A state tax court. The expanding Oregon economy and the in- 
creasing number of taxpayers are two reasons why a proposal to create 
a state tax court may be submitted to the 1961 Oregon Legislature. 
This court would have exclusive primary jurisdiction over all appeals 
from the State Tax Commission. The judge would be expected to ride 
circuit so as to minimize expense and inconvenience to taxpayers. 
Controversies would be limited to issues raised before the commission, but 
matters can be remanded to the commission if important new issues are 
presented. The article at page 859 discusses this proposal. The author, 
James D. Tredup, is a member of the law firm of Koerner, Young, 
McColloch & Dezendorf, Portland, Oregon. 


Western Hemisphere Trade Corporations. Western Hemisphere 
Trade Corporations have a maximum tax rate of 38 per cent. That 
looks like a big tax advantage—but, cautions the author of the article 
at page 863, there are pitfalls in the operation of Western Hemisphere 
Trade Corporations Code provisions, growing out of the definition of 
“gross income” and “nonbusiness sources.” Author B. L. Graubart 
is assistant treasurer, California Eastern Aviation, Inc., and his article 
discusses the subject so that proper knowledge may be had of these 
pitfalls in any tax plan. 


Fringe benefits. The article beginning at page 865 is reprinted 
from the Cincinnati Law Review because it is a thorough discussion of 
compensation arrangements with particular emphasis on the smaller, 
closely held corporations. In these corporations, of course, there is 
the shadow of the employee-shareholder relationship, which always 
seems to cause Uncle Sam’s men to look askance at the fringe benefit 
hoping that it has all the aspects of a dividend. That there is a distinct risk 
of justifying their suspicions is clear and must be guarded against 
generally in this area. The knowledge of what will and what will not 
alter employer-employee relationships is naturally essential to the 
safeguarding of deductions, and it is delineated in this article. It is 
written by Harlan Pomeroy, an associate with the Cleveland law firm 
of Baker, Hostetler & Patterson. 
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WASHINGTON TAX TALK 


Activities of the Ways and Means Committee during the Eighty-sixth 
Congress . . . Forecast of tax legislation to be expected in 1961. 


STUDIED LOOK AT THE ACTIVITIES of the House Com- 

mittee on Ways and Means, where all tax bills get their start, 
shows it was one of the busiest committees during the past Eighty- 
sixth Congress. Bills to change the federal tax laws, and other laws 
under the jurisdiction of the committee, accounted for over 17 per cent 
of all public bills and resolutions introduced in the House of Repre- 
sentatives during the Eighty-sixth Congress (1959 and 1960 sessions). 


There were 12,215 public bills and resolutions introduced in the 
House during the Eighty-sixth Congress, and of this total 2,155 were 
referred to the House Committee on Ways and Means for its consid- 
eration. Tax bills accounted for 1,184 of the total referred bills, 
525 covered social security law changes, 347 were tariff bills, and the 
remainder were on other facets of the committee’s jurisdiction. 


These bills required the tax-law writing committee to hold 79 
days of public hearings and listen to 754 witnesses testify for or against 
legislation under consideration. Not included in the total hearing days 
were the executive sessions held by the committee; these would far 
outstrip the total days of public hearings. 


The committee reported 97 bills to the House. These included 
55 tax bills, five on social security, 31 on tariff changes and six on 
other subjects within the committee’s jurisdiction. 


A further breakdown of the 97 bills reported to the House 
shows 91 were passed by the House and sent to the Senate for further 
consideration. The Senate passed 66 of the House-passed bills, and 
61 became public laws when signed by the President. Four of the 
bills were vetoed by the President, while one bill (H. R. 4384) passed 
both the House and Senate but died at adjournment when the House 
did not accept the Senate amendments. 


The Treasury 


One of the top officials of the Treasury Department’s professional 
tax staff spoke before the Twenty-fifth Annual Meeting of the State 
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Bar of Michigan, and reviewed tax legislation enacted in 1960. He 
also highlighted important tax bills which he felt it likely that Con- 
gress would consider when it convenes in 1961. 


Michael Waris, Jr., associate head of Treasury’s Legal Advisory 
Staff, discussed the effects of changes in the federal tax laws on real 
estate investment trusts, the exclusion of advertising expenses from 
the base for federal manufacturers excise tax computations, and the 
disallowance of double accruals of state property taxes as a deduction 
for federal income tax purposes. 


The Legal Advisory Staff—under the direction of Jay W. Glas- 
mann, Assistant to the Secretary of the Treasury and head of the 
Legal Advisory Staff—analyzes proposed tax legislation and prepares 
reports on tax bills to the tax-law writing committees of Congress. 
The staff also provides legal advice on all tax matters to the Secretary, 
and reviews all tax regulations promulgated by the Treasury Department. 


In his forecast of tax legislation to be expected in the coming 
year, Mr. Waris pointed out that the important proposed revisions 
of 1954 Code Subchapters J and K on estates and partnerships would 
very likely be considered by Congress early in 1961. Similar legis- 
lation, H. R. 9662, passed the House last year but failed to get through 
the Senate before adjournment. Mr. Waris reminded members of the 
Michigan bar that they should view the pending revisions of Sub- 
chapters J and K as a simplifying and perfecting step rather than as 
a whole new concept for taxing trusts and partnerships. In addition, 
the partnership revision will represent a more logical arrangement 
of the Code. 


He also expects that further consideration will be given to the 
recommendations of the Subchapter C Advisory Group of the House 
Committee on Ways and Means on the subject of corporate distribu- 
tions and adjustments. A bill containing these recommendations, 
H. R. 13104, was introduced in the House during the past session to 
permit tax counsel to study the proposed law changes. 


Also on Mr. Waris’ list of expected 1961 legislation is a bill 
similar to H. R. 10, which failed to get final Congressional approval 
this past session of Congress and which would have permitted self- 
employed persons to establish pension plans for themselves and take 
a limited deduction each year to fund such plans. He told the bar 
group that it was possible that Congress may also decide to make a 
complete study of the corporate pension plan provisions of the Code 
when it once again considers bills similar to H. R. 10. 


The joint Treasury-Small Business Administration questionnaire 
on methods of depreciation used by industry was also discussed. Mr. 
Waris pointed out that this survey, when completed, may help Con- 
gress decide whether changes should be made in tax depreciation laws 
and, if so, in what areas. The Treasury expects 6,000 business firms to 
reply to the special questionnaire. 


Mr. Waris expects the new Congress to review the need for statutory 
withholding on dividends and interest payments. Last year the Treasury 
(Continued on page 862) 
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Louis M. Brown, a Los Angeles attorney, presented these views on tax law 
in the college curriculum at the Thirty-seventh Annual Meeting of the American 
Business Law Association last August at the University of Vermont. 


HE FIRST PART of this brief article will relate some of 
the problems of teaching tax law in college courses. The 
second part will suggest some solutions to these problems. 


Some Problems 


Complexity of subject matter.—Teaching tax law has all 
the problems inherent in teaching law, and then some. Law 
is complex, complicated and difficult. Tax law is doubly so for 
the reason that tax law is, in a sense, law compounded on law. 


An understanding of tax law assumes an understanding 
of numerous other legal fields. Corporate tax planning, for 
example, assumes a familiarity with corporation law. Estate 
tax planning assumes a knowledge of legal relations between 
spouses and their property relations. In California, for ex- 
ample, family tax planning encompasses applications of com- 
munity property law, and thus assumes a basic familiarity 
with community property law. Distinctions in tax law be- 
tween deductible expense and capital cost are often based on 
legal distinctions between a lease and a purchase, where no- 
tions of economic substance and legal form come into play. 
An understanding of when a noncorporate entity will be taxed 
as a corporation assumes a fairly complete legal knowledge of 
the nature of the corporate entity. Even the relatively uni- 
versal notion of a husband and wife joint tax return assumes 
that the taxpayers are legally married. 


Scope and extent of teaching.—Because the subject is 
complex and difficult, and because it must be acknowledged 
that no tax or law course can be complete, there is the ever- 
present problem: How much? How thorough? 


False sense of security—a little knowledge.—Business law 

. teachers everywhere are sincere in their desire to avoid the 
ever-present risk that their teaching gives students a false 

sense of security—that each student is learning enough knowl- 
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edge and enough skills to be his own lawyer. Tax law pre- 
sents the problem in an exaggerated form because (almost) 
everyone in our society is a taxpayer and so must be tax 
knowledgeable to some extent. 


Added problem: Professional use of taxation.—There is a 
real difference between general business law and taxation in 
the college curricula—in that general business or commercial 
law is not offered to students who, by virtue of the course 
material, will use the subject matter professionally, but taxa- 
tion will be used professionally by some college students. 
Taxation is a recognized field of accountants’ work. Hence 
the college tax course is offered to some who will not use it 
professionally—like the business law course—and to some who 
will make a livelihood from tax practice. Course work offered 
for the purpose of teaching the knowledge and skills to stu- 
dents who will use their studies professionally—that is, earn 
a livelihood by guiding others—has a different purpose from 
course work offered for the purpose of teaching some famili- 
arity with existing rules to help the student in his own affairs. 


Added problem: Professional uncertainty.—If the college 
is troubled by defining its teaching province as compared with 
the province of the law school, the teaching profession is, to 
put it mildly, not helped by the uncertainty that prevails in 
defining areas of tax practice between the lawyer and the ac- 
countant. Meetings and discussions by and between lawyers 
and accountants regarding their roles in tax practice are, as an 
accountant has said, “a mighty good thing” (Queenan, “Role 
of Accountant in Tax Practice,” Proceedings of the 1958 South- 
ern California Tax Institute, page 15) and should, as a law dean 
said, “be the subject of full and frank discussion” (Griswold, 
“Role of Lawyer in Tax Practice,’ Proceedings of the 1958 
Southern California Tax Institute, pages 1, 3), but the college 
teacher is left with few, if any, guides as to the content of his 
course in taxation. The proper content of the professional 
college course in taxation cannot await the entire solution, 
which may never come, of the discussions between the profes- 
sions. There are students who need the benefit of instruction 
now. They cannot wait for future interprofessional decision. 


Some Suggested Solutions 


Teach normal facts.—College business law courses and 
college taxation courses frequently follow the pattern of law 


(Continued on page 894) 
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TAX-WISE NEWS 


Ho tp THE PHONE, and the pen, too, on 
requests for determination letters on the qualification of pension, 
annuity, profit-sharing or stock bonus plans for organized professional 
groups. The IRS will issue no letters—favorable or adverse—until 
regulations are finalized on Code Section 7701, which, among other 
things, defines associations taxable as corporations.—T. I. R. No. 262, 
October 28, 1960. 


Livinc COSTS during convalescence are 
not deductible as medical expenses, says the Tax Court. This is so, 
says the court, because an examination of the legislative history of 
1954 Code Section 213 makes it clear that Congress did not intend that 
the costs of meals and lodging should be includible in medical expense 
deductions. 


This decision is an about-face from the Tax Court’s Bilder case, 
decided just a year earlier. (See CCH Dec. 23,813, 33 TC 155 and 
Taxes for August and September, 1960.) In Bilder, the Tax Court 
thought there was such clarity in Code Section 213 that it was not 
necessary to examine the legislative history of the section. Furthermore, 
1954 Code Section 213 introduced no new concepts to 1939 Code Sec- 
tion 23(x), the related section, so tests of deductibility of medical 
expenses under the 1939 Code would apply equally to 1954 Code cases. 


All is changed, now. The Bilder case is disapproved—Maxr 
Carasso, CCH Dec. 24,376, 34 TC —, No. 119. 


a 

SPEAKING OF eating and sleeping, the Com- 
missioner has a new ruling to the effect that the costs of meals and 
lodging of a new employee, who was required to pass a one-year 
probationary test at the employer’s home plant, were not deductible 
as travel expenses away from home.—Rev. Rul. 60-314. 
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W HEN THE SUPREME COURT agrees to 
review a case in which the law has seemed pat for quite a while—and 
dealt by the Supreme Court itself, for that matter—there is usually 
something in the wind. It is therefore with considerable interest that 
the American Automobile Association case is to be followed in the 
High Court. 


The Court of Claims has held that the AAA, on the accrual basis, 
was obliged to report yearly dues as income in the year received, even 
though membership spread across more than one taxable year. The 
case smacks of Automobile Club of Michigan (57-1 ustc { 9593), in 
which the Supreme Court laid down the “claim of right” doctrine upon 
which the Court of Claims based its decision. Now, however, the Court of 
Claims record has been certified for review, and with the restraint 
privileged to the press, we wish to prognosticate unequivocally that 
the Supreme Court will reaffirm its doctrine, reverse it or alter it— 
American Automobile Association v. U. S., 60-1 ustc § 9301. 


U npERSTANDABLY, the IRS will not 
follow the Fifth Circuit’s view in Campbell v. Bagley, 60-1 ustc J 9340— 
that tax liens do not have extraterritorial effect. Not so understand- 
able, however, is the Service’s insistence upon hewing to the antiquated 
view that personalty follow the owner—mobilia sequuntur personam, 
as Ovid would have it. That rule has gone by the boards since people 
stopped carrying their wealth around with them in purses or trunks. 
Perhaps there is no other way, however, for the government to try 
to hang onto as far-reaching an effect as possible for tax liens.— 
T. I. R. No. 260. 


A LIMONY, though received after the decree 
under which it was paid had been vacated, was still includible in a 
wife’s income, the Tax Court has ruled. The basis of the unusual— 
although completely defensible—decision is doubtless that alimony 
is alimony, and the mere vacating of a decree which originates 
alimony does not obliterate the underlying alimony rights.—Sarah 
Dalton, CCH Dec. 24,311, 34 TC —, No. 90. 


A N EVALUATION may be a realization of 
gain. You do not have to receive tangible benefit from an exchange 
or transfer of property to become taxable upon the gain involved. 
“In this day and age we are [not] restricted to tangibles in tax 
matters where there is an actual recognizable benefit, albeit intangible, 
the taxation of which is implicit in the statutory scheme, and where 
such benefit is clearly capable of being evaluated on an objective 
basis.” 


The quotes and the general idea above are from the General Shoe 
Corporation case, lately decided by the Sixth Circuit (60-2 ustc { 9678). 


Tax-Wise News 





There, a corporation was held to have realized taxable gain upon the 
perfectly proper (and deductible) contribution to an employees’ trust 
of real estate which, at the time of the contribution, had a value 
greatly in excess of the corporation’s basis for the property. The 
decision is in accord with International Freighting Corporation, decided 
years ago by the Second Circuit (43-1 ustc J] 9334). 


The gist of the Sixth Circuit’s opinion seems to be that even a 
mere evaluation of gain, gone through in the process of determining 
the amount of a deduction that was available, is tantamount to a 
realization of gain. 


Nine OUT OF TEN tax cheats indicted 
for fraud in fiscal 1960 were convicted. Almost $2.5 million in fines 
were imposed on individuals. A total of 2,538 years of imprisonment 
was meted out to 1,079 defendants guilty of tax fraud. 


These are some of the highlights of the latest report by the 
Intelligence Division of the IRS, which has charge of tax frauds. 
Prosecution recommendations, indictments and convictions were all 
on the increase. 


Tax COLLECTIONS hit an all-time high 
in the fiscal year just passed. Led by individual income taxes, with an 
increase of some $4.2 billion, the major sources of revenue showed 
increases right across the board, something like this: 

Fiscal year 

Source 1960 1959 
(Millions of dollars) 

Corporation income taxes ; \ 22,179 18,092 
Individual income taxes, total : 44,946 40,735 
Withheld ewes j Ste Pascale Wek hea ee 29,001 
Other sad Ba ke . Siar 11,733 
Employment taxes, total pats eter 11,159 8,854 
Old-age and disability insurance ... j ay 10,211 8,004 
Unemployment insurance A cies : 341 324 
Railroad retirement 607 525 
Estate and gift taxes 1,626 1,353 
Excise taxes , P NAGA 11,865 10,760 
5 


Taxes not otherwise classified 


Total eet 91,775 79,798 


Dancinc, piano and dramatic lessons might 
be ordinary elements of a child’s support, the Tax Court has ruled, 
if the child has special talents which the lessons serve. Noting, rather 
significantly, too, that a college education would certainly be part of 
support, the court expressed no view on the includibility of dancing 
lessons, etc., in the support of a child of lesser talents than the one 
whose support was in issue, and who had been on radio.—Raymond M. 


McKay, CCH Dec. 24,361, 34 TC —, No. 110. 
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Settlement Before Decision 
by the Tax Court 


By JAMES T. WILKES, Jr. 


The article discusses the Internal Revenue Service's attempt to expedite 
settlement of cases docketed before the Tax Court. The author is associated 
with the Chicago law firm of Seyfarth, Shaw, Fairweather & Geraldson. 


HE INTERNAL REVENUE SERVICE has announced a new 

procedure for the disposition of cases before the Tax Court. It is 
designed to attain a more orderly disposition of cases and to avoid the 
rush and delay occasioned by last-minute settlement negotiations. This 
is to be accomplished by a revision of procedures for handling Tax 
Court cases in the offices of the Appellate Division and regional 
counsel. In addition to the objectives noted, if the announced pro- 
cedure has the desired result, the ultimate effect should be a reduction 
in the backlog of cases before the Tax Court. 


Under the new procedure, Rev. Proc. 60-18, I. R. B. 1960-37, 61 
(September 12, 1960), Tax Court cases will go through four stages: 


(1) the period after petition and before receipt by the taxpayer 
of “Trial Status Request” ; 


(2) the period between receipt of the “Trial Status Request” and 
the receipt of the trial calendar ; 


(3) the period between the receipt of the trial calendar and the 
calendar call; and 


(4) the trial of the case. The new statement spells out procedural 
changes for stages (2) and (3). 


Under the practice and procedure up to the present time, the 
great majority of the settlements have been reached during the last 
60 days prior to the calendar date. The new procedure requires that 
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the Appellate Division conclude settle- 
ment negotiations by the time the 
trial calendar is issued and that it 
return the files in all unsettled cases 
to regional counsel for preparation 
for trial. It is hoped that settlement 
activity will now be concentrated in 
the period between the issuance of 
“Trial Status Request” and the issu- 
ance of the calendar, thereby permit- 
ting regional counsel to devote its 
time for three months prior to the 
calendar to trial preparation. 


Rev. Proc. 60-18 


Revenue Procedure 60-18 provides 
as follows: 


“(1) All docketed cases in which 
the deficiency notices were not issued 
by Appellate, except cases in which 
recommendations for criminal prosecu- 
tion are pending, will be referred to 
Appellate by Counsel as soon as they 
are at issue in the Tax Court. Cases 
in which the deficiency notices were 
issued by Appellate will be retained 
by Counsel for preparation for trial. 


“(2) Appellate will arrange a confer- 
ence for settlement purposes promptly 
after receipt of the file. Except in 
unusual circumstances, Counsel will 
be represented at such conference and 
will actively participate in it. 


“(3) If a settlement is agreed upon 
by Appellate and Counsel as a result 
of such conference(s) with the tax- 
payer, the necessary computation, 
writeup and stipulation of settlement 
will be prepared as quickly as possi- 
ble, so that the stipulation of settle- 
ment may be filed with the Tax Court 
without delay. 


“(4) If a settlement is not effected 
as a result of the conference(s) with 
the taxpayer, or if the taxpayer de- 
clines to discuss settlement, the file 
will be returned promptly to Counsel 
for preparation for trial and the tax- 
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payer will be so advised by appro- 
priate letter by Appellate. 


“(5) In the event of disagreement 
between Appellate and Counsel as to 
settlement of the case or any issue in 
the case or with respect to the amount 
of a counteroffer, if any, which should 
be made, efforts will be made to quickly 
resolve the matter and if agreement 
cannot be reached the case will be re- 
ferred promptly in writing to the Chief 
Counsel for decision. 


“(6) During the period between re- 
ceipt of the Tax Court’s “Trial Status 
Request” (usually issued from 60 to 
90 days in advance of the issuance of 
the trial calendar) and the receipt of 
the trial calendar (usually issued 
about 90 days in advance of the open- 
ing date of the trial calendar) Appellate 
will conclude settlement negotiations 
on all cases not previously settled or 
referred to Counsel for preparation 
for trial. 


“(7) In order to enable Counsel 
adequately to prepare the cases for 
trial and stipulate the undisputed facts 
in all cases on the trial calendar which 
have not been settled, Appellate will, 
upon receipt of the trial calendar, re- 
turn the files still in its possession in 
all cases on the calendar to Counsel, 
unless settlement has been agreed 
upon or Counsel agrees, in writing, 
that the files may be temporarily re- 
tained. Concurrently with any such 
return of the files, Appellate shall ad- 
vise the taxpayer by letter that, since 
settlement negotiations have not been 
productive, the case is being referred 
to Counsel for preparation for trial. 


“(8) Upon receipt of the trial 
calendar, Counsel will address an ap- 
propriate letter to the taxpayer in 
each case on the calendar which has 
not been settled, or the files retained 
by Appellate under the provisions of 
paragraph (7), or in which the parties 
are not then negotiating a stipulation 

(Continued on page 836) 
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Tax Guide for a Seller 
of “Puts” and ‘Calls’ 


By CHARLES A. LIPPITZ 


This article is about the weird jargon of the stock market— 

put, call, spreads, straddles, strips, straps, premium— 

and the very realistic consequences of the federal income tax. The 

author received valuable assistance and information 

in the preparation of this article from Milton S. Schiller 

(Weinberg & Green, Baltimore, Maryland), C. Ridgely White and Robin Rich. 


LTHOUGH “PUT” AND “CALL” option contracts are centuries 

old, their use, in the eyes of American investors, has been sur- 
rounded by an aura of mystery. In recent years, however, the atten- 
tion given this subject by tax and financial writers (combined, no 
doubt, with the substantial advertising budgets of various members 
of the Put and Call Brokers and Dealers Association) has succeeded 
in spreading considerable knowledge of the tax and economic advan- 
tages to the purchaser of these options. 


On the other hand, there is less general understanding of the role 
of a Seller, or writer, of options. This partially accounts for the fact 
that these sellers are such a rare breed, their identities being among 
the most closely guarded secrets of any “put” and “call” dealer.” 

Although the subject of this article is the tax treatment of a 
seller of “puts” and “calls,” it may be helpful to provide a few brief 
definitions relating to a seller’s operations. 

Basically, an option seller issues negotiable options to buy or sell 
a specified number of shares of stock at a fixed price at any time within 
the period stated in the contract. Although this article will focus upon 
the individual (or syndicate of individuals), an option seller may also 
be a corporation or trust. The option contracts customarily are sold 
to “put” and “call” dealers who in turn sell them either directly or 
through brokers to their customers. 

A “call” is a contract giving the holder the right to demand, at 
his option, a specif..1 number of shares (usually 100) of the designated 
stock at a stated p ce within the specified time (usually 30 days, 60 
or 90 days, or six months and 10 days). A “put” is a contract which 
gives the holder the right, at his option, to deliver a specified number 
of shares of the designated stock at a stated price within a specified 
time. The option price fixed in the contract is most often the pre- 


* The Wall Street Journal (New York), July 23, 1957, 
“Puts and “Calls” 
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of Illinois, Florida and Maryland, and 
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of Gottlieb and Schwartz, Chicago. 


vailing price on the stock exchange 
on the day the option is issued. How- 
ever, 30-day options are generally “price 
differential” options; that is, a “put” 
will be issued at an option price a certain 
number of points below current market, 
whereas the option price on a “call” 
will be higher than current market. 


The price paid for the option on its 
issuance is called a “premium.” On a 
30-day option, the conventional pre- 
mium is $137.50 per 100 shares. On 
all other types of options, the pre- 
mium varies considerably with the sup- 
ply and demand in the option market 
relative to the particular stock. “Put” 
and “call” options are often sold in 
various combinations (called “strad- 
dles,” “spreads,” “strips” and “straps” ) ; 
in these instances, the component 
“puts” and “calls” are independent in 
that exercising one side of the con- 
tract does not affect the right of the 
holder to exercise the other. 


Tax Consequences 
on Expiration of Option 


It is well. settled that there is no 
closed transaction or ascertainable in- 
come realized by a seller merely upon 
his receiving a premium for the grant- 





*A. E. Hollingsworth, CCH Dec. 7903, 
27 BTA ‘621 (1933), acq., XII-1 CB 6 
(1933); Rev. Rul. 58-234, 1958-1 CB 279. 
This rule does not apply to a “dealer” in 
options; an option “dealer” realizes ordinary 
income or loss upon the sale of an option 
contract. Regs. Sec. 1.1234-1(d). The Com- 
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ing of an option.? Although the seller 
has cash in hand, nothing happens for 
tax purposes until such time as the 
option terminates. Unless the option 
is exercised, it will not terminate until 
the expiration date. 


The premium for granting a “put” 
or “call” option which is not exercised 
and expires is included in the seller's 
gross income as ordinary income for the 
year in which the failure of the holder 
to exercise the option becomes final.* 
This was not so under the Internal 
Revenue Code of 1939, where it was 
specifically provided that gains at- 
tributable to the failure to exercise 
options were short-term capital gains.‘ 
On the other hand, while the 1954 
Code describes the treatment of a loss 
on the failure to exercise an option, 
it is silent as to the treatment of a 
gain in such a situation.’ Accord- 
ingly, the comprehensive rule of Section 
61 that all income is ordinary income 
unless otherwise provided by some other 
section is applicable to premium gain 
upon expiration of the “put” or “call.” 


Treatment of Premium for ‘‘Put'’ 


If a “put” is exercised, the exist- 
ence of the option is ignored for most 


missioner has stated in Rev. Rul. 58-234 
that a writer or issuer of option contracts 
is not an option “dealer.” 

* Regs. Sec. 1.1234-1(b); Rev. Rul. 58-234, 
cited at footnote 2. 

*1939 Code Sec. 117(g) (2). 

51954 Code Sec. 1234. 
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purposes, and the transaction is treated 
like any other purchase of stock. The 


basis of the stock received by the seller 


upon exercise of a “put” for purposes 
of determining his gain or loss on a 
subsequent sale is the amount which he 
must pay for the stock to the holder of 
the “put,” offset by the premium he re- 
ceived for issuing the option.® 

The holding period of the stock ac- 
quired in this way by the seller of the 
“put” begins on the date the “put” is 
exercised, rather than on the date it 
is written. If a subsequent sale of 
the stock occurs more than six months 
from the date the stock is acquired, 
the transaction will give rise to a long- 
term capital gain or loss; if the sale 
takes place within a shorter period 
of time, any gain or loss will be treated 
as a short-term capital gain or loss.’ 


Treatment of Premium for ‘*Call’’ 

As in the case of a sale of a “put,” 
the sale of a “call” option has no tax 
consequences as long as it is out- 
standing. Similarly, upon exercise, 
the option is ignored for most pur- 
poses, and the transaction is treated 
like any other sale of stock. 


For purposes of determining the 
writer's gain or loss on the sale of the 


*Rev. Rul. 58-234, cited at footnote 2. 

"The operations of a writer of options 
would not in themselves cause him to be 
treated as a “dealer in securities,” as that 
term is defined in Regs. Sec. 1.471-5. Ac- 
cordingly, -he would not be subject to the 
special rules for the treatment of gains and 
losses prescribed for “dealers in securities” 
by Code Sec. 1236. See discussion at foot- 
note 9. 

* Rev. Rul. 58-234, cited at footnote 2. 

*In many instances, this generalization 
need not be qualified by reason of Code 
Sec. 1091, disallowing the deduction of a 
loss on a “wash sale” of stock (where the 
taxpayer acquires substantially identical se- 
curities 30 days before or after the disposi- 
tion). The “wash sale” restrictions apply 
to any such losses incurred by a corporation 
which is not a dealer in stocks and securi- 
ties. In contrast, however, an individual’s 


“Puts” and “Calls”’ 


stock under a “call,” the sale price is 
considered to be the amount which he 
receives for the stock from the holder 
of the “call” plus the premium which he 
received for issuing the option. 


The same approach is applied where 
the option contract requires that the 
premium which had been paid is to be 
deducted from the stated option price 
upon exercise of the “call.” The “real’”’ 
option price is considered to be the 
reduced amount paid, to which the 
premium is added back in order to 
determine the seller’s gain or loss for 
tax purposes.® 


It is very unlikely that a “call” op- 
tion will be exercised unless the 
market price exceeds the option price. 
Nevertheless, the seller will incur a 
gain upon exercise if the cost to him 
of the stock used to cover the “call” 
is less than the sum of the option 
price plus the premium; he will have 
a loss on exercise of the “call” if the 
cost of the stock to him exceeds this 
sum. As in any other type of sale 
of stock (other than a sale by a 
dealer), whether the gain or loss upon 
exercise of the “call” is long-term or 
short-term, capital gain or loss de- 
pends upon the holding period of the 
stock used to cover the “call.” ® 


“trade or business” losses are not subject 
to Sec. 1091. Sol H. Morris, CCH Dec. 
10,114, 38 BTA 265 (1938), acq., 1938-2 
CB 22; I. T. 2523, IX-1 CB 145 (1930). 
The language of Sec. 1091 thereby provides 
one of the rare occasions when tax treat- 
ment differs depending upon whether an 
individual is a “trader” or “investor.” As 
has been noted, a writer of “puts” and 
“calls” is not considered to be an option 
“dealer.” (See footnote 2.) Nevertheless, 
it may be that the operations of a particu- 
lar writer are sufficiently extensive to con- 
stitute a “trade or business,” so that, as a 
“trader,” any losses incurred by him are 
exempt from the “wash sale” restrictions. 
See George R. Kemon, CCH Dec. 18,271, 
16 TC 1026 (1951); Faroll v. Jarecki, 56-1 
ustc § 9367, 231 F. 2d 281, 287 (CA-7, 
1956) ; Frank B. Polachek, CCH Dec. 20,453, 
22 TC 858, 862 (1954); Morris, cited above. 
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Treatment of Premium 
for Combined Option 


As has been indicated, “spreads,” 
“straddles,” “strips” and “straps” are 
nothing more than various combina- 
tions of “puts” and “calls” sold as a 
unit. Accordingly, the tax consequences 
upon the expiration or exercise of 
these contracts follow the same gen- 
eral rules discussed above. A question 
unique to these combination issuances, 
however, is how the premium received 
for this type of option should be al- 
located. 


In this connection, it first must be 
considered whether a gain or loss 
arising from the issuance of a com- 
bined option should be recognized 
prior to the exercise or expiration of 
all of the options sold as a unit. In 
other words, if a one-year “straddle” 
(one “put” plus one “call”) is sold in 
June and the “call” side of the “strad- 
dle” is exercised in December, should 
any gain or loss be recognized in that 
year (requiring allocation of a portion 
of the total premium to the “call” op- 
tion), or should the recognition of 
any gain or loss be postponed until 
the exercise or expiration of the “put” 
side of the “straddle”? 


The general rule as to when and if 
there must be an allocation of basis 
was expressed by the Tax Court in 
the case of Nathan Blum: *° 

“Petitioner’s argument, in a slightly 
different guise, is in all material re- 
spects the same argument that has 
many times in the past been refuted; 
that is to say, that where property is 
acquired as a whole, gain or loss is 
not realized until it is all disposed of, 
even though it be disposed of in 

* CCH Dec. 14,742, 5 TC 702, 709 (1945); 
see Regs. Sec. 1.61-6(a). 

™ Strauss v. Commissioner, 48-1 ustc J 9301, 
168 F. 2d 441 (CA-2, 1948), cert. den., 335 
U. S. 858 (1948); Leake v. Commissioner, 
44-1 ustc 9181, 140 F. 2d 451 (CA-6, 


1944), cert. den., 323 U. S. 722; Commis- 
sioner v. Hagerman, 39-1 ustc § 9326, 102 
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parcels. Such contentions are incon- 
sistent with the theory of the tax 
laws, which are designed to levy taxes 
upon gains and profits of business for 
annual periods. Heiner v. Mellon, 304 
U.S. 271. It is now well settled that 
where property is acquired as a whole, 
for a lump sum, and subsequently dis- 
posed of a portion at a time, there must 
be an allocation of the cost or other 
basis over the several units (except 
where apportionment would be wholly 
impracticable) and gain or loss com- 
puted and reported upon the disposi- 
tion of each part.” 


A number of cases have applied 
this rule to lump-sum purchases of 
shares of common and preferred stock, 
stock and notes, or stock and special 
endorsements, followed by separate 
sales of individual components of the 
unit." In some instances, however, 
courts have held that such an appor- 
tionment was impossible, and that 
gain could not be recognized until the 
total proceeds exceeded total costs, or 
that there could be no recognition of loss 
until each element of the unit was sold.’” 


Options normally are written only 
on actively traded stocks, on which 
current quotations are readily avail- 


able. Although there is no compa- 
rable “ready market” for the options 
themselves, lists of “nominal” quota- 
tions (estimates) of the current prices 
of “puts” and “calls” of varying dura- 
tion on a large number of stocks are 
distributed by the “put” and “call” 
dealer to potential buyers; such quo- 
tations with respect to options on 
other stocks can be obtained from any 
“put” and “call” dealer upon request. 
Therefore, it would appear that in 


F, 2d 281 (CA-3, 1939); see Salvage v. Com- 
missioner, 35-1 ustc § 9228, 76 F. 2d 112 
(CA-2, 1935), aff'd, Helvering v. Salvage, 
36-1 ustc J 9064, 297 U. S. 106 (1936). 

* Orvilletta, Inc. CCH Dec. 12,538, 47 
BTA 10 (1942); Pierce v. U. S., 43-1 uste 
{ 9378, 49 F. Supp. 324 (Ct. Cls., 1943). 
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almost all instances in which a pre- 
mium is received upon the issuance 
of a “spread,” “straddle,” “strip” or 
“strap,” an allocation can and should 
be made based upon the relative fair 
market values of the component op- 
tions at the time of issuance. In 
other words, each “put” and “call” 
making up the combination option 
shouldbe treated as bearing part of 
the lump-sum premium received for 
the combination option in proportion 
to a reasonable estimate of what its 
price would be if issued singly as 
compared with that of each of the 
other components making up the unit. 


Similarly, the exercise or expiration 
of each side of a “spread,” “straddle,” 
“strip” or “strap” should be treated 
as a complete transaction for tax 
purposes, unrelated to the exercise or 
expiration of the other components. 


Cash Dividends, Stock Rights 
and Stock Warrants 


When a holder of a “call” option 
exercises it, thereby purchasing the 
stock from the writer, he is entitled to 
an amount equal to any cash divi- 
dends paid during the option period. 
Rather than providing for the actual 
payment of this amount by the writer, 
the typical “call” option contract pro- 
vides that the option price “shall be 
reduced by the value of any cash 
dividend on the day the stock goes 
ex-dividend.” 


The equivalent adjustment is made 
upon the exercise of a “put”; the 


* Stock dividends, stock rights or stock 
warrants are not taxable distributions un- 
less they are made in discharge of prefer- 
ence dividends for the current or preceding 
year, or unless the stockholder has the 
option of receiving cash or other property 
instead. Regs. Sec. 1.305-1. The income 
tax basi® of stock rights, for the purpose 
of any subsequent gain or loss on their sale, 
is determined by allocating a portion of the 
basis of the stock with respect to which 
the distribution was made to the rights in 
proportion to the fair market value of each 


**Puts’’ and ‘‘Calls"’ 


option price which the writer is obli- 
gated to pay for the stock under the 
contract is automatically reduced by 
any cash dividends paid during the 
option period. 


Stock rights and stock warrants are 
treated in the same manner as cash 
dividends for these purposes. The 
option contract provides that “the con- 
tract price shall be reduced by the 
value of same as fixed by the opening 
sale thereof on the day the stock sells 
ex-rights and/or warrants.” 

Taxation of dividends and _ stock 
rights reflects these practices. For 
income tax purposes, the seller of the 
stock (that is, a writer of the “call” 
or the holder of the “put”) is con- 
sidered to have received only the re- 
duced option price (adjusted for the 
premium paid for the option). He 
also is treated as the true recipient 
of the cash dividends, rights or war- 
rants. In other words, to the extent 
that such dividends, rights or war- 
rants constitute taxable dividend in- 
come,** they are includable in the 
gross income of the person who actu- 
ally owned the stock during the option 
period. These rules are applicable 
even if, in accordance with former 
practice, the contract provides that 
the option price is not to be adjusted, 
but, instead, the writer of the “call” 
(or the holder of the “put’’) is re- 
quired to pay the purchaser of the 
stock the amount of any cash divi- 
dends and the value of any stock war- 
rants or stock rights received during 
the option period.™ 


on the dates the rights are distributed to 
the shareholder. Regs. Sec. 1.307-1. How- 
ever, there is an exception in the case of 
issuance of rights having a fair market 
value of less than 15 per cent of the value 
of the stock; their basis is zero unless the 
stockholder elects to allocate to them a 
portion of the basis of the stock. Regs. 
Sec. 1.307-2. 

* Rev. Rul. 58-234, cited at footnote 2; see 
I. T. 4007, 1950-1 CB 11; Rev. Rul. 56-153, 
1956-1 CB 166. 
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Stock Dividends and Stock Splits 


The method of handling stock divi- 
dends or stock splits under the typical 
“put” or “call” option contract differs 
from the method of handling cash 
dividends, stock rights or stock war- 
rants. Stock dividends and stock splits 
have no effect upon the total option 
price. If a “call” is exercised, how- 
ever, the writer must deliver, in addi- 
tion to the number of shares specified 
in the contract, any stock dividends 
received during the option period. 
Similarly, the holder of a “put,” if he 
exercises it, must deliver these addi- 
tional shares for the same option price. 


In the same manner, where a stock 
split occurs during the option period, 
“puts” and “calls” automatically be- 
come options for the equivalent amount 
of new stock at the same total con- 
tract price. 

The tax treatment of “put” and 
“call” options described earlier is not 
affected by the reduction in the option 
price per share which automatically 
takes place in the case of a stock 
dividend or stock split. Furthermore, 
a stock split or the issuance of a stock 
dividend ordinarily is not a taxable 
event.*® 


Disposition of Stock 


The disposition of stock acquired 
by the seller upon the exercise of a 
“put” is treated like any other stock 
sale; the holding period is measured 
from the date the “put” was exer- 
cised, and the basis for measuring 
gain or loss on the sale is the option 
price less the premium. 

* See footnote 13. 

* See footnote 9. 

* Regs. Sec. 1.1012-1(c) (1). 

* As to stock held by the seller himself, 
identification should be made by certificate 
number. Where this has not been done or 
is not possible, the dates on the certificates 
may aid identification (or may arbitrarily 
be assigned in chronological order to the 
lowest certificate numbers). Where the 
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Similarly, the transaction occurring 
upon the exercise of a “call” is treated 
essentially as a sale of stock on that 
date. Of course, the seller may own 
more shares of a particular stock than 
are necessary to fulfill his obligation 
under the contract, or he may other- 
wise dispose of certain shares of stock 
while retaining other shares in the 
same corporation. If the shares dis- 
posed of and the shares on hand were 
obtained at different times or at dif- 
ferent prices, the nature of the trans- 
action (whether gain or loss, and 
whether long-term or short-term) will 
depend upon which of the particular 
shares are transferred.*® 


Where the seller is unable to iden- 
tify the lots from which the stock is 
sold, he is required to determine his 
gain or loss by applying a “first-in, 
first-out” rule.’ In other words, the 
stock which is sold is charged against 
the earliest of his purchases of that 
type of stock, the first share sold 
being treated as the first acquired, etc. 
In order to avoid the application of 
this rule, there must be an adequate 
identification of the certificates sold.” 


Tax Saving Suggestions 


Some principles of tax minimization 
follow from the rules which have been 


discussed. These relate primarily 
either to maximizing net long-term 
capital gains for the year or to mini- 
mizing ordinary income. 


The “puts” and “calls” operations 
of a seller will not produce any ordi- 
nary losses to offset the ordinary in- 
come treatment of premiums on expired 


stock is left in the custody of the broker, 
or other agent, an adequate identification 
is made if the writer specifies to the broker 
the particular stock to be sold, and receives 
confirmation from the broker within a rea- 
sonable time. The stock so identified will 
be the stock considered to be sold, even 
though stock certificates from a different 
lot are actually delivered. Regs. Sec. 
1.1012-1(c) (3). 
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options.’*® The short-term and long- 
term capital losses which do arise 
have little bearing on ordinary in- 
come, since, in the case of an indi- 
vidual, only a net loss offsets ordinary 
income, and then only to the extent 
of $1,000. Accordingly, to the extent 
practical, options should be set up in 
such a way as to increase the proba- 
bility that any gain will be short-term 
or long-term capital gain rather than 
ordinary income. 


It follows, for example, that the 
typical “price differential” option 
should be avoided in favor of a mar- 
ket option sold at a correspondingly 
higher premium. In other words, if an 
option is issued at market price, rather 
than at a number of points above or 
below market in favor of the seller, 
a very slight change in the market in 
favor of the holder will result in an 
exercised option rather than an ex- 
pired option. Thus, the seller will 
have an immediate or potential capital 
gain rather than ordinary income. 
“Puts” are occasionally sold at points 
above market and “calls” sold at points 
below market, with the bargain price 
compensated for by an increased pre- 
mium. This sort of option contract 
goes even further than a market option 
in converting ordinary income situa- 
tions into short-term or long-term 
capital gains. 


Another application of the approach 
described above involves the alloca- 
tion of premiums on “spreads,” “strad- 
dles,” “strips” and “straps.” Naturally, 
such allocations should demonstrate 
a consistent apportionment of premi- 
ums in accordance with realistic esti- 
mates of the relative values of the 
components of the combined options. 
In any particular case, however, there 
may be a certain amount of room for 
discretion as to the exact allocation. 
To this extent, the side of the con- 
tract most likely to be exercised should 


* See footnote 2. 


Puts’ and ‘Calls’ 


be favored in the allocation of the 
premium, since it is this side which 
will produce capital gain or offsets to 
capital loss, whereas the side of the 
contract which expires will give rise 
to ordinary income to the extent of 
the premiums allocated to it. 


The most obvious way of producing 
capital gains, of course, is to hold 
appreciated stock for the requisite 
six-month period. Where care has 
been taken to meet the “adequate 
identification” requirements, additional 
opportunities to maximize long-term 
capital gains will be available through 
the use of particular lots of stock. 


Assume, for example, that the writer 
purchases stock to cover a six-month 
and ten-day “call” on the same day 
he issues such option. Five months 
later the price of the stock rises above 
the contract price. If the “call” is 
then exercised and the writer delivers 
the stock he purchased to cover the 
contract, he will have a short-term 


capital gain measured by the pre- 


mium he originally received. On the 
other hand, the writer may prefer to 
split the transaction into a larger 
long-term capital gain and a partially 
offsetting short-term capital loss. He 
can accomplish this by purchasing an 
equivalent number of new shares of 
the same stock when the market price 
rises above the contract price; these 
new shares are delivered to the holder 
when the option is exercised, and the 
original shares are retained for sale 
one month later (or any time more 
than six months after the date of pur- 
chase). An additional advantage will 
accrue to the seller if it happens that 
his taxable year ends after delivery 
of the option shares and before he 
sells the originally purchased stock. 
The capital gain side of the transac- 
tion will not affect his taxable income 
until a year after he receives the 
benefit of the loss. 





Of course, the primary attraction of 
actively engaging in the business of 
issuing option contracts is the eco- 
nomic possibilities rather than the 
potential tax advantages. Many are 
discovering that for the man who has 


some capital and understands how to 
balance risks, a very nice return on 
his money can be obtained by becom- 
ing a seller of “puts” and “calls.” 
[The End] 


SETTLEMENT BEFORE DECISION BY THE TAX COURT— 
Continued from page 828 


of facts. This letter will arrange or 
suggest a conference at an early date 
for the purpose of stipulating facts, as 
required by Rule 31(b) of the Tax 
Court, to clarify and, if possible, limit 
the issues. 


“(9) Any requests for conferences 
received after receipt of the trial 
calendar will be referred to Counsel. 


“(10) These procedures shall be- 
come effective with respect to all 
trial calendars issued by the Tax 
Court on and after November 1, 1960.” 

As can be readily seen, the new 
procedure results primarily in a shift 
in emphasis during the period between 
announcement of the calendar and 
commencement of the trial from settle- 
ment negotiation to trial preparation. 
The only significant changes are the 
provisions of paragraphs (6) and (7). 


The success or failure of the new 
procedure will depend almost entirely 
on the extent of the cooperation by 
the tax bar in putting the procedure 
into effect. It has long been the 
tendency of the parties to a lawsuit, 
as well as their attorneys, to “settle 
on the courthouse steps.” This tend- 
ency, together with the absence of an 
adequate pretrial procedure in the 
Tax Court, has resulted, in many cases, 
in a delay of approximately two years 
in getting cases to trial in that court. 
A willingness on the part of the tax- 
payer’s counsel to sit down for a 
realistic discussion of the merits of a 
case at an early date will relieve this 
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situation. There can be no question 
but that such a procedure would re- 
sult in the settlement of a large num- 
ber of cases without the necessity of 
their being set on a trial calendar. 
Consequently, more cases could be 
moved up to the trial calendar, thus 
insuring a smooth flow of cases and 
a reduction of time between petition 
and trial. This alone should be suf- 
ficient incentive for the tax bar to 
cooperate in the new procedure. 


In the past, some 87 per cent of the 
cases before the Tax Court have been 
settled without a trial. Under the 
successful operation of Rev. Proc. 
60-18, this percentage should increase. 


The clear implication of the pro- 
cedure is that settlement discussion 
will not be invited once a calendar is 
issued. It is unrealistic to suppose 
that a taxpayer will be denied an op- 
portunity to settle his case merely 
because, he waits until after the issu- 
ance of the calendar before he begins 
his settlement negotiations. The 
Revenue Service has never denied the 
taxpayer every opportunity of settle- 
ment and will not now because of the 
changed procedure. Nor would the 
Tax Court tolerate the rejection of 
settlement attempts merely because they 
were made after the issuance of the 
calendar. The door for settlement 
must be left open for those who, as 
trial grows near, form a more realistic 
opinion of their case and for those 
who for any other reason have not 
reached settlement. [The End] 
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The Pennsylvania Manufacturing 


Exemption Provision Revisited 
By ROBERT E. CUSICK 


Taxation is supposed to be a practical matter. But when a court will 
say that “doing the same thing by different people under different 
circumstances has been held to be manufacturing in one case and not 
manufacturing in the other,’’ it’s time we analyze the law in this area. 


N 1957 when the Pennsylvania Legislature unexpectedly reinstated 

the manufacturing exemption provision in the Capital Stock 
(Franchise) Tax Act,’ the Department of Revenue was faced with a 
multitude of perplexing administrative problems.? Now having expe- 
rienced the first year of full-scale administration of the exemption pro- 
vision,®> the department has met head-on and solved many of the 
problems. Others remain for the administrative boards and courts to 
resolve. Lessons have been learned and mistakes made and corrected 
by the department. Remedial legislation has been proposed* and 
criticism leveled at the exemption provision and its administration by 
corporate taxpayers and tax practitioners. The fact remains, however, 
that corporate “manufacturers” in Pennsylvania have been enjoying 
for the past two years a considerable measure of tax relief. Since the 
state currently leads all others in number of new industrial plants 
being established,® it appears that the exemption may well continue, 
thus illustrating that state, as well as federal, revenue laws may con- 
cern themselves with matters unrelated to revenue raising.® 


*The exemption provision became effective on the first day of the taxable 
year 1958 when the legislature at the 1957 session did not follow the steps of its 
11 immediate predecessors by postponing the exemption for the ensuing biennium. 
The exemption provision in its present form is contained in the Act of. March 16, 
1956 (1955), P. L. 1285, Sec. 1, 72 P. S. 1871. Parenthetically, it may be noted 
that pursuant to Department of Justice Official Opinion No. 49, December 20, 
1957, a corporation reporting on a 52-53 week accounting basis is entitled to claim 
the exemption for the fiscal year commencing during the last six days of the 
calendar year 1957. 

? Drafting of complex manufacturing exemption schedules for domestic and 
foreign corporations, revision of capital stock and franchise tax reports, prepara- 
tion of filing instructions and making determinations of what constitutes manufacturing. 

*Full-scale settlements of 1958 calendar-year tax reports began in early 
summer, 1959. 

*H, B. 2217, 1959 Sess. 

*Donald V. Quinn, Industrial Development, February, 1960 (Conway Publi- 
cations, Inc.). 

*For some examples in the federal Internal Revenue Code, see 14 Tax Law 
Review 453. 
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Approximately 16,000 domestic and 
2,500 foreign corporations have claimed 
the exemption either wholly or par- 
tially. In attempting to determine 
which claims are valid, administrative 
personnel early became aware that 
there is explanation, if not justifica- 
tion, for the ostensibly erratic course 
of the judicial decisions determining 
what activities constitute “manufac- 
turing,” a course which meanders 
through the Philadelphia and Pitts- 
burgh mercantile license taxes’ as 
well as the capital stock tax. It has 
now invaded the sales and use tax 
field even though that statute con- 
tains a definition of the term “manu- 
facture.” * More will be said of that 
subject later in this article. 


a 


At the outset of the administration 
of the exemption provision, officials 
of the Department of Revenue decided 
to operate on an individual case or 
corporation basis rather than on an 
industry-wide claim basis. One rea- 
son for selecting such an approach 
was based upon a rule of law found in 
many jurisdictions, including Penn- 
sylvania, that exemption provisions 
in statutes must be construed strictly 
against taxpayers. To have allowed 
the exemption on an industry-wide 
basis might have brought within its 
scope corporations not entitled to the 


‘The earliest cases defining manufactur- 
ing arose out of mercantile assessments, for 
example, Norris Brothers v. Commonwealth, 
27 Pa. 494 (1856). 
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exemption except for the label placed 
upon their operations. To prevent 
such a result, the department asked 
each claimant to submit a detailed 
description of its operations. Where 
descriptions were inadequate, a writ- 
ten request for further details was 
made by taxing officials. Failure to 
respond to such inquiries necessitated 
either a field audit or an adverse de- 
termination if the claimant persisted 
in being uncooperative in furnishing 
information. Although a case-by-case 
approach greatly increased the work 
load of the taxing officials, it was be- 
lieved that losses of revenue due to 
spurious claims and possible admin- 
istrative laxity growing out of industry- 
wide rulings would be minimized. 
Experience to date appears to have 
borne out the wisdom of this choice. 

No attempt will be made here to 
provide the reader with the terms of 
the exemption provision. They may 
be found in the Capital Stock (Fran- 
chise) Act. Effective text treatments 
of the judicial and administrative his- 
tory of the provision and compilations 
of manufacturing and nonmanufactur- 
ing activities may be found in State 
Taxation of Corporations in Pennsyl- 
vania by James J. Mahon, Jr., and 
Edward H. Habermehl (8th Ed.); 
“Manufacturers’ Exemption from the 
Pennsylvaina Capital Stock and Fran- 


* Act of March 6, 1956 (1955), P. L. 1228, 
as amended, 72 P. S. 3403-1 and following. 
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chise Taxes,” by Samuel C. Harry, 
TAxeEs, January, 1958; and The Manu- 
facturers’ Exemption from the Penn- 
sylvania Capital Stock-Franchise Taxes 
(Pennsylvania State Chamber of Com- 
merce, Bulletin 155, December, 1957). 


In reviewing judicial decisions under 
the capital stock tax manufacturing 
exemption provision as it was consti- 
tuted prior to 1935, it becomes readily 
apparent that the primary area of dif- 
ficulty inherent in the exemption lies 
in determining what activities consti- 
tute manufacturing. 


The test laid down by the Supreme 
Court of Pennsylvania for qualifica- 
tion as a manufacturer is easy to state. 
The court has held that manufactur- 
ing consists of the application of labor, 
skill, art or science to materials, 
thereby producing a new and different 
product with a different name, use 
or form, and new qualities or charac- 
teristics, the changes in the original 
materials being effected by a process 


popularly regarded as manufacturing.® 
In essence, the test is a bifurcated 


one: (1) A new product must be 
made and (2) the process must be 
popularly regarded as manufacturing. 
With the insertion of the second cri- 
terion, “the process being popularly 
regarded as manufacturing,” the test 
becomes subjective to the party mak- 
ing the determination. Indeed in one 
of the last cases *° under the old pro- 
vision, Judge Hargest remarked, after 
pointing out that its meaning has been 
enlarged due to the evolution and 
development of satisfying the needs 
of modern life: “In the final analysis, 
manufacturing is what the Courts say 
it is.” It should be noted that in the 


* Commonwealth v. Wark Company, 301 Pa. 
150 (1930), Commonwealth v. Weiland Pack- 
ing Company, 292 Pa. 447 (1928). and Com- 
monwealth v. Harrisburg Gas Company, 50 
Dauph. 383 (1941). 

* Cited at footnote 9. 
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checkered judicial history arising out 
of the exemption provision, the courts 
have not employed this facet of the 
test in the rendering of the question- 
able decisions (that is, cases seem- 
ingly out of harmony with the general 
pattern, for example, those involving 
food).™ 


With regard to the first part of 
the test, the courts have laid down the 
general guide that to constitute the 
making of a new product, there must 
be a well-signalized transformation 
of the raw materials. A superficial 
change does not suffice. Such lan- 
guage would indicate that to some 
extent a question of the degree of 
change is involved. In a case involv- 
ing the School District of Pittsburgh 
mercantile tax,’* after quoting a defi- 
nition of manufacturing used by the 
Supreme Court of Pennsylvania in 
Commonwealth v. Weiland Packing 
Company,® the court went on to say 
that “the description of the transforma- 
tion as a ‘substantial one’ indicates that 
the question is one of degree. Almost 
all processing operations result in a 
final product being somewhat charged 
from the original components. As the 
process becomes more complex and 
as the difference between original in- 
gredients and final product widens, 
we finally reach a stage where the 
transformation is a ‘substantial and 
well signalized,’ a manufacturing one.” 


The well-signalized change may be 
accomplished by the use of a mini- 
mum amount of personnel and equip- 
ment; yet if a new product is derived, 
there is a manufacturing activity, for 
example, making coil springs, paper 
clips, safety pins, envelopes and sta- 


™ Commonwealth v. P. Duff & Sons, Inc., 
36 Dauph. 1 (1932), and Commonwealth v. 
Snyder's Bakery, 348 Pa. 308 (1944). 

"Dad's Root Beer Bottling Company v. 
School District of Pittsburgh, No. 2520, April 
Term, 1949, Allegheny County Common 
Pleas Court. 

* Cited at footnote 9. 
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tionery. Conversely, the use of ex- 
pensive and intricate machinery, large 
stocks of raw materials, and employ- 
ment of large numbers of laborers 
may be essential to the carrying on of 
an activity in which a “substantial 
change” does not occur. Thus one 
of the avowed purposes of the exemp- 
tion, to encourage an influx of foreign 
capital into the state in an effort to 
bolster its economy, is defeated if a 
processing activity is determined not 
to effect a substantial change in the 
material so as to result in a new 
product. 


Certainty in the law is of great im- 
portance, and administrators are bound 
by the rule of stare decisis. Thus, it 
becomes imperative to follow judicial 
decisions regardless of disagreement 
with the result or the reasoning on 
which the result is based. A conse- 
quence in administering the manu- 
facturing exemption provision by at- 
tempting to follow’ the judicial 
precedents is that not only do many 
old anomalies still exist but as admin- 
istrative interpretation follows prior 
judicial determinations, it is inevitable 
that new anomalies will be introduced. 


The judicial reason attributed to 
granting the manufacturing exemp- 
tion by the legislature was that it 
would encourage an influx of foreign 
capital into the state and spur indus- 
trial growth.** The basic soundness 
of such reasoning is immediately sub- 
ject to question. Doesn’t Pennsyl- 
vania welcome capital employed in 
any legitimate enterprise whether or 
not it is “manufacturing”? If food 
processors, bottlers, meat packers, 
dairies or engineering and contracting 
corporations are going to aid the 
economy of the state, are they not just 
as welcome as members of that class 
of industry referred to as manufac- 


* See Commonwealth v. Northern Electric 
Light and Power Company, 145 Pa. 105 
(1891). 
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Today, because of our alarming world 
conditions, it is urgent that 

the United States increase its rate 

of economic growth. To achieve this, 
we badly need a drastic revision 

of an excise tax structure which has 
been built up haphazardly 

out of the vestiges of war taxes, 
spasmodic and spotty revision, the 
retention and expansion of certain 
taxes beyond the original purpose 
for being levied.—Representative 
Charles E. Chamberlain. 


turing? Why is there a distinction at 
all for tax purposes and what is the 
magic of the word “manufacturer”! 


The answers to these queries lie in 
history and are not peculiar to Penn- 
sylvania. One hundred years ago, 
although the basic needs of man were 
no less than today, man’s wants were 
fewer and his desire for conveniences 
and luxuries had not been whetted so 
tremendously. Industry was neither 
complex nor widespread. As distin- 
guished from working the soil or de- 
veloping natural resources, the term 
“manufacturing” was a convenient 
point of reference. There was a fairly 
common understanding of the term. 
To encourage industrial expansion, 
therefore, was a natural way to foster 
the economic position of a state rich 
in natural resources and geography. 
Toward that end was directed the 
exemption accorded manufacturers in 
the Act of 1885. This approach was 
carried over from earlier mercantile 
taxes and extended to later mercantile 
taxes in Philadelphia and Pittsburgh. 
In 1889 when the forerunner of the 
present exemption provision was 
placed on the statute books, the legis- 
lature did not choose to define “manu- 
facturing” since there was a common 
understanding of the word. 
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The closing years of the nineteenth 
and the first three-and-a-half decades 
of the twentieth century witnessed 
rapid strides in technological processes 
accompanying every advance in mod- 
ern living. It was little wonder that 
the once fixed term of reference be- 
came fugitive and evanescent and that 
resort to courts for decisions became 
more and more frequent. 

In promulgating the Sales and Use 
Tax Act, the legislature attempted to 
define the term and apparently broad- 
ened it to include processers, com- 
pounders and fabricators ; however, it 
restricted the definition by adding the 
words “which place any personal 
property in a form, composition or 
character different from that in which 
it is acquired.” The legislature’s 
seeming effort to enlarge the scope 
of the term “manufacturing” has not 
been effective since the sales and use 
tax bureau has taken the position that 
the quoted words restrict the meaning 
of the term “manufacturing” to the con- 
notation placed upon it by the courts 
in dealing with the Capital Stock and 
Mercantile Tax Acts.** Parentheti- 
cally it is pointed out that the capital 
stock (franchise) tax applies only to 
corporate taxpayers while the sales 
and use tax is applicable to individ- 
uals as well. 


In reviving the manufacturing ex- 
emption provision effective with the 
taxable year 1958, the legislature did 
not attempt to define ‘“manufactur- 


ing.” It left to the administrators the 
task of defining the term and to the 
courts the duty of telling the admin- 
istrators when they overstepped their 
bounds in denying the benefit of the 


* The bureau of sales and use tax has 
appealed from decisions of the board of 
finance and revenue which held that electro- 
plating was a manufacturing operation under 
the provisions of the Sales and Use Tax 
Act. Commonwealth v. Donovan Company, 
No. 155, 156 Commonwealth Docket 1959, 
and Commonwealth v. Erie Plating Company, 
84, 85 Commonwealth Docket 1959. 
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exemption to a taxpayer. What has 


been the result to date? 


By November 30, 1959, all corpora- 
tions entitled to claim the exemption 
had completed one year’s operation 
with the terms of the provision in 
effect. It appears from preliminary 
surveys that despite the large number 
of claims, the great majority will be 
allowed. Department of Revenue per- 
sonnel worked many months creating 
manufacturing exemption schedules— 
one for domestic and another for for- 
eign corporations. The schedules 
were designed to eliminate the cum- 
bersome subordinate fractions developed 
under the old exemption provision.** 
They appear to have served their pur- 
pose well insofar as the capital stock 
tax is concerned. Since the franchise 
tax came into being at the same time 
that the old manufacturing exemption 
was postponed, there is no judicial or 
administrative history dealing with 
that tax. In preparing the exemption 
schedule for foreign corporations, the 
Department of Revenue was, there- 
fore, faced with the task of inaugurat- 
ing a policy for treatment of such 
taxpayers under the apportionment 
system using allocating fractions 
which were instituted when foreign 
corporations were first subjected to 
a method of taxation differing from 
domestic corporations.” 


Under the allocation fraction sys- 
tem of apportioning taxable value of 
capital stock, the manufacturing ex- 
emption is taken into consideration 
by eliminating from the numerator of 
each of the three fractions the activity 
devoted to manufacturing in Pennsyl- 
vania. From the numerator of the 


* See Commonwealth v. Louis Burk, Inc., 38 
Dauph. 1 (1933), and Commonwealth v. 
Philadelphia Toilet and Laundry Company, 
339 Pa. 261 (1940). ; 

* Act of May 16, 1935, P. L. 184, 72 P. S. 
1871. 





tangible property fraction is excluded 
property actually and exclusively used 
in manufacturing in Pennsylvania; 
from the numerator of the wages and 
salaries fraction are excluded expen- 
ditures for wages, salaries, commis- 
sions or other compensation to the 
taxpayer’s employees exclusively en- 
gaged in manufacturing in Pennsyl- 
vania; and from the numerator of the 
gross receipts fraction are excluded 
gross receipts from business strictly 
incident or appurtenant to manufac- 
turing in Pennsylvania. 


It should be here pointed out that 
through judicial interpretation of the 
Capital Stock Tax Act it was early 
established that a partial exemption 
could be granted by prorating assets 
if a corporation engaged in both a 
manufacturing and nonmanufacturing 
business. The proration concept was 
extended to include individual assets 
which were employed both for manu- 
facturing and nonmanufacturing en- 
deavors. Thus, for example, a dairy 
which manufactures ice cream and 
processes milk may not only claim 
the exemption for all machinery and 
equipment used exclusively in the 
manufacturing operation but also may 
claim a pro rata exemption of assets 
used in both operations. Both con- 
cepts have been consistently recog- 
nized in the current administration of 
the exemption provision insofar as 
domestic manufacturing corporations 
are concerned. 


In dealing with foreign manufac- 
turers, however, faced with the prin- 
ciple of law that exemptions are to be 
construed strictly against the tax- 
payer,’® the Department of Revenue 
at first held that the wording of the 
franchise allocation fractions must be 


* Commonwealth v. Lowry-Rodgers Com- 
pany, 279 Pa. 361 (1924), Commonwealth v. 
Sunbeam Water Company, 284 Pa. 180 (1925), 
and Commonwealth v. McCarthy, 332 Pa, 465 
(1938). 


842 


November, 1960 @ 


construed literally; hence, property 
not used exclusively for manufactur- 
ing in Pennsylvania could not be ex- 
cluded from the numerator of the 
tangible property fraction ; and wages, 
salaries and commissions paid to em- 
ployees not exclusively engaged in 
manufacturing in Pennsylvania were 
not permitted to be excluded from the 
numerator of the wages and salaries 
fraction. The Pennsylvania courts in 
dealing with the discrepancies in treat- 
ment of domestic and foreign corpora- 
tions have reiterated that equality of 
taxation does not require identity of 
treatment of foreign and domestic 
corporations.*® There thus appeared 
to be legal justification for the depart- 
ment’s position. A continuing review 
of the program, however, convinced 
department officials of its inequity 
and led to a reversal of the position. 
The change in policy was made retro- 
active to the beginning of the exemp- 
tion, and provision was made for the 
application of credit where assess- 
ments contrary to the revised policy 
had already been made.*° By this 
action, the department removed one 
of the principal targets of criticism of 
its administration of the exemption 
provision. 

Let us consider now the manner in 
which a claim for exemption is phys- 
ically processed by the department’s 
taxing officials, who are generally re- 
ferred to as taxing officers. Problems 
confronting the taxing officers will be 
discussed as they are encountered 
when settling taxes of corporations 
claiming the manufacturing exemption. 


In reviewing tax reports in which 
the manufacturing exemption is claimed, 
Department of Revenue taxing officers 
inquire from the Department of State 


* Commonwealth v. Monessen Amusement 
Company, Inc., 352 Pa. 120 (1945), and Com- 
monwealth v. American Gas Company, 352 Pa. 
113 (1945). 

*See Corporation Tax Bureau Bulletin 
C-56, November 30, 1959. 
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Give no bounties, make equal laws, 
secure life and property, and 

you will not need to give alms. Open 
the doors of opportunity to talent 
and virtue, and they will do 
themselves justice and property will 
not be in bad hands. In a free and 
just commonwealth, property rushes 
from the idle and the imbecile to 

the industrious, brave, and 
persevering.—Ralph Waldo Emerson. 


whether the charters of domestic cor- 
porations contain the power to manu- 
facture." Although it is not necessary 
that the word “manufacture” be con- 
tained in the charter, the right to 
manufacture must be fairly included 
in the charter powers granted by the 
state. Since the essence of the term 
“manufacture” is “to make,” if a cor- 
poration is granted power to make or 
produce an article, it is considered 
that such words fairly import the 
right to manufacture. No effort is 
made to deny the exemption merely 
because the word “manufacture” itself 
is not included in the charter powers. 
For example, the power to operate a 
steel mill would be construed as in- 
cluding the power to manufacture 
steel, although the power to “deal in 
steel products” would not be so con- 
strued. The power to operate a laun- 
dry or grocery would not, of course, 
be construed to include the power to 
manufacture even if the taxpayer were 
in fact engaged in a manufacturing 
activity. Since there was ample time 
for corporations to make necessary 
charter amendments before the pro- 
vision became effective, the depart- 
ment’s adherence to the letter of the 
law should not subject it to censure 
that it is engaging in subtleties. 

In determining the right of foreign 
corporations to claim the exemption, 
the department has taken the position 
that the power to manufacture must 


* A domestic corporation must be or- 
ganized for manufacturing purposes. 
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be contained in the certificate of au- 
thority granted by the Department of 
State even though the franchise tax 
amendment to the Capital Stock Tax 
Act speaks only in terms of such tax- 
payers being required to be “organ- 
ized” for manufacturing purposes. 
The department’s position has been 
contested by certain taxpayers and is 
currently being considered upon re- 
view by the board of finance and rev- 
enue. Most manufacturing corporations 
amended their charters or certificates 
of authority to include specifically the 
right to manufacture following the re- 
instatement of the exemption provi- 
sion; hence, it is probable that most 
instances of protest on the point of 
charter power will be limited to a 
portion of the taxable year 1958. 


In effecting capital stock tax settle- 
ments, one interesting aspect has 
developed as an outgrowth of an ad- 
ministrative practice in treatment of 
exemptions unrelated to manufactur- 
ing. For many years after arriving 
at the capital stock value of a corpora- 
tion, the department has applied a 
taxable proportion, the numerator of 
which consists of the value of total 
assets at the end of the year minus 
average exempt assets and the de- 
nominator of the value of total assets 
at the end of the year. It can be 
easily seen that where the value of 
assets at the end of the year exceeds 
the value at the beginning of the year, 
a disproportionate tax result will be 
reached when the taxable proportion 
is applied to the multiplicand, that is, 
the value of the capital stock. In 
Commonwealth v. Gulf Oil Corpora- 
tion,”* the supreme court sanctioned a 
multiple-period settlement when a 
harsh effect resulted from the carry- 
ing out of the usual administrative 
practice. In settling taxes giving ef- 
fect to the manufacturing exemption, 
it soon became apparent that inequi- 


* 359 Pa. 583 (1948). 





ties would arise both against tax- 
payers and the commonwealth if the 
standard taxing practice were em- 
ployed. As a result, a deviation from 
the usual taxing practice was intro- 
duced and the taxable proportion was 
constructed by a direct build-up method 
in the numerator and the averaging 
of total assets in the denominator.” 
The direct build-up contemplates the 
inclusion of average values of taxable 
assets rather than the use of total 
assets at the end of the year and the 
averaging of exempt assets. Oppo- 
nents of the standard practice em- 
ployed by the Department of Revenue 
in constructing the taxable proportion 
may seize upon the department’s con- 
cession (in the case of corporations 
claiming the manufacturing exemp- 
tion) as a wedge to compel the depart- 
ment to average the denominator of 
the taxable proportion in all cases, 
since in periods of growth such a 
method operates to the advantage of 
the taxpayer. Whether the described 
change is a harbinger of a complete 
overhauling of the department’s prac- 
tice remains to be seen. 


Another interesting outgrowth of 
the exemption is the question of 
whether stock in a domestic manu- 
facturing corporation when held by 
another domestic corporation will be 
entirely exempt for capital stock tax 
purposes. It has long been settled 
law that shares issued by a domestic 


*The following example illustrates how 
a large influx of capital consisting of exempt 
assets will increase disproportionately the 
numerator of the taxable proportion if only 


exempt assets are averaged: (1) Total as- 
sets at beginning of year—$500,000, $400,000 
of which are exempt assets. (2) Total 
assets at end of year—$750,000, $600,000 of 
which are exempt assets. 

Standard practice of deducting average 
of exempt assets from total assets at year’s 
end would result in a fraction of 250,000/ 
750,000, whereas the direct build-up method 
would result in a fraction of 125,000/750,000. 
Observe that at no time during the taxable 
period did the corporation have over $150,000 
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corporation liable to the capital stock 
tax are treated as exempt assets when 
held by other corporations subject to 
the tax. The basis for exemption is 
generally stated to be that in the ab- 
sence of an express direction by the 
legislature, a double tax will not be 
imposed. This rationale is used even 
though the same taxpayer is not in- 
volved. The supreme court has dis- 
regarded the separate corporate entities 
and the issuing corporations and their 
shareholders are treated as the same 
parties in interest. Although the Cap- 
ital Stock Tax Act itself is silent in 
the matter, it would appear that the 
intention of the legislature would be 
thwarted if assets of a manufacturing 
corporation were to be taxed in the 
hands of the corporate holders of 
the stock of the corporation. For this 
reason the department has taken the 
position that shares of stock in a do- 
mestic manufacturing corporation 
continue to be exempt even though 
the assets of the issuing corporation 
are not subject to the capital stock tax. 


In administering the exemption pro- 
vision, the department adopted the 
practice of making taxable prepay- 
ments, deferred charges, cash sur- 
render value of officers’ life insurance, 
cash in excess of that necessary for 
working capital and other items not 
directly necessary to the manufactur- 
ing operation in Pennsylvania for the 
taxable period. Basis for the practice 


in taxable assets, yet by employing the 
standard practice of subtracting average 
exempt assets from total assets at the end 
of the year, the numerator is $250,000. It is 
obvious that a benefit inures to the corporate 
taxpayer if average taxable assets are used 
in the numerator while total year end assets 
are used in the denominator in cases where 
there is an influx of capital during the tax- 
able period. Thus, the commonwealth’s 
present practice embraces the averaging of 
the denominator also. Therefore, using the 
figures in the example, the taxable propor- 
tion would be 125,000 (average of taxable 
assets) /625,000 (average of assets at begin- 
ning and end of year). 
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Since the general civilization 

of mankind, | believe there are more 
instances of the abridgement of the 
freedom of the people by gradual 
and silent encroachments of those in 
power than by violent and sudden 
usurpations.—James Madison, 
speech in the Virginia Convention, 
June 16, 1788. 


is found in cases decided under the 
exemption provision as it existed prior 
to 1935. One of the concepts devel- 
oped was that the exemption should 
be limited to a one-year period. Be- 
cause numerous settlements involving 
relatively small amounts of tax have 
been made against corporations, the 
position with regard to a number of 
these items is currently being recon- 
sidered from the standpoint of admin- 
istrative expediency and elimination 
of taxpayer annoyance. It seems 
clear, for example, that in the case of 
prepayments of insurance for protec- 
tion of buildings used exclusively for 
manufacturing in Pennsylvania, even 
though a portion of the premiums 
paid on a policy issued in the current 
year is attributable to subsequent 
years’ protection, the amount attrib- 
utable to such future protection would 
not be taxed as a nonmanufacturing 
asset if it were merely retained by the 
company as working capital since in 
all probability the amount would not 
be considered as excess working 
capital. 

A number of corporations have made 
claims for the manufacturing exemp- 
tion under the authority of the Act of 
July 11, 1901, P. L. 668, 72 P. S. 1893, 
which, in effect, provides that a tax- 
payer shall not be deprived of the 
exemption if it leases to another who 
manufactures. Where a corporation 
can establish that it once engaged in 
the business of manufacturing, it is 
granted the exemption; however, 
where it appears that no manufactur- 
ing activity was ever carried on by 
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the corporation, the exemption is denied. 
It appears from the wording of the 
statute that where an active manu- 
facturing company has ceased to op- 
erate its own plant and leases the 
entire operating plant, or a part of it, 
to another manufacturing business 
entity, it should not thereby be de- 
prived of the exemption. It does not 
appear to encompass the case of a real 
estate company, albeit its charter con- 
tains the power to manufacture, leas- 
ing a building to a manufacturing 
organization and thereby being en- 
titled to the exemption. This is 
another instance of the avowed intent 
of the legislature being thwarted by 
its failure to define in specific terms 
the types of organizations to which it 
desires to extend the exemption. It 
would seem that all foreign capital 
would be most welcome if it were to 
be used in creating employment and 
establishing industrial plants since 
the state’s economy would benefit 
thereby. 


Having determined that a corpora- 
tion is entitled to the exemption by 
virtue of its having the power to 
manufacture in its charter and having 
its operations classed as manufactur- 
ing activities, the taxing officer must 
then determine whether any part of 
its assets are used for nonmanufactur- 
ing activities. If the claim is for a 
100 per cent exemption, he checks the 
assets on the balance sheet provided 
in the manufacturing exemption sched- 
ule to ascertain whether any assets are 
not necessary to the manufacturing 
operation. If a partial exemption is 
claimed, the method of prorating assets 
must be reviewed to determine not 
only the validity of the claim for pro- 
ration but also the mathematical ac- 
curacy of the claimant’s report. Under 
the old manufacturing exemption pro- 
vision, cumbersome subordinate frac- 
tions were employed in determining 
the amount of taxable and nontaxable 
assets. In attempting to forestall the 
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many difficulties attendant to the use 
of such fractions, department person- 
nel spent many months of study and 
preparation in developing columnar 
schedules for both domestic and for- 
eign corporations. Leading tax attor- 
neys, accountants and representatives 
of industry were consulted during the 
preparation of the forms, and many 
valuable contributions were received 
from them and incorporated into the 
schedules presently in use. Although 
the schedules may appear somewhat 
foreboding to the uninitiated, the con- 
sensus is that they are extremely 
workable. 

With the examination of the manu- 
facturing exemption schedule and the 
construction of the taxable propor- 
tion, the taxing officer then arrives at 
the corporation’s capital stock valua- 
tion (in itself a difficult task) and 
composes his taxing order. Upon ap- 
proval by the auditor general, the set- 
tlement becomes final and notice is 
mailed to the taxpaying corporation. 
If the corporation has objection to 
any phase of the settlement, including 
the manufacturing exemption, it may 
appeal to a board consisting of the 
secretary of revenue and the auditor 
general. In fact, representatives of 
each of the department heads sit in 
their stead and are popularly desig- 
nated as the resettlement board. As 
a matter of practice, a representative 
of the legal division of the corporation 
tax bureau sits as a member of the 
resettlement board, since in the final 
analysis determination of what con- 
stitutes manufacturing is a legal mat- 
ter. If the corporation is dissatisfied 
with the action of the resettlement 
board, it may appeal to the board of 
finance and revenue for a review of 
the resettlement board’s action and if 
dissatisfied with that result, it may 
further appeal to the Court of Com- 
mon Pleas of Dauphin County from 
the action of the board of finance and 
revenue. 
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Most fundamental . . . is the question of 
whether we are going to protect the 
opportunity of the market system to 
continue to be the primary ‘‘decision 
making mechanism” for our economic 
system. The alternative is to 

substitute political planning, political 
management and political price fixing. 
—Roger Fleming, the Secretary's 1959 
Annual Report to the American Farm 
Bureau Federation. 


In presenting arguments to the re- 
settlement board and the board of 
finance and revenue, emphasis is often 
placed upon treatment accorded cor- 
porations by other governmental 
bodies, for example, United States 
Treasury Department, United States 
Department of Commerce, Pennsyl- 
vania Department of Commerce, Penn- 
sylvania Department of Agriculture, 
etc. In 1952, the Department of 
Revenue itself inaugurated a statistical 
program using the United States De- 
partment of Commerce’s standard in- 
dustrial classification list. Many 
industries included as manufacturers on 
the statistical list are not manufacturers 
within the meaning of the Capital Stock 
Tax Act. Such classification, however, 
has been adopted by some corporations 
as one of the bases for exemption from 
the Capital Stock Act. Although there 
is much authority for the proposition 
that determinations of other govern- 
mental agencies do not affect taxing 
bodies, many eyebrows have been 
raised at this example of the taxing 
body itself classifying a given  cor- 
poration both as a manufacturing and 
a nonmanufacturing operation. The 
self-evident explanation of the incon- 
sistency is the purpose for which the 
classifications are made. 

Strenuous argument is also made 
on behalf of corporations denied the 
exemption that, “We are more of a 
manufacturer than the corporation 
that makes peanut butter or potato 
chips and we have a heavy capital 
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investment, employ many laborers and 
are carrying on the type of operations 
which the legislature intended to 
benefit.” Such arguments are reason- 
able and rational; however, the dan- 
ger in following such reasoning might 
lead to even greater difficulties than 
now exist. Although the line drawn 
between manufacturing and nonmanu- 
facturing operations is admittedly a 
wavering one, it is better than no line 
at all. Since there is so much gray 
area, no legal or administrative chiaro- 
scuro can be created to ease the dif- 
ficulty. If the department’s duty 
were to search only for legislative 
intent in carrying out the terms of the 
exemption provision, almost any in- 
dustrial operation would qualify for 
the exemption. If relief in this vein 
is to come, it is within the province 
of the legislature to grant it, not the 
administrators of the law. 

Strong protests have also been 
lodged by corporations whose claim 
for exemption has been denied where 


only a part of a manufacturing opera- 


tion is performed. For example, a 
corporation which obtains materials, 
cuts patterns, but then subcontracts 
the actual making of garments to an- 
other, is not considered a manufac- 
turer, although another corporation 
carrying on the entire production 
cycle is accorded the exemption for 
all of its activities.** It has been 
contended that an undue burden is 
placed upon corporations engaged in 
specialized activities, which if per- 
formed by a corporation embracing a 
greater scope of activities would be 
considered manufacturing. Where 
would the line be drawn if the ex- 
emption were extended to all process- 
ing activities without regard to the 
over-all operations of the corporation? 
Most industrial processing operations 
are essential; otherwise, they would 
not be performed at all. To extend the 


*See Commonwealth v. Lichtman, 36 


D. & C. 301 (1939). 


Pennsylvania Manufacturing Exemption 


exemption administratively to all of 
them, however, would be to create 
even more problems than now exist. 


Allusion has been made to the posi- 
tion adopted by the bureau of sales 
and use tax that the extensive defini- 
tion of the term “manufacture” de- 
notes nothing more than the classic 
definition laid down by the courts in 
the capital stock and mercantile tax 
cases, that is, a new and different 
product must emerge. To date this 
interpretation has been challenged by 
scrap dealers, electroplaters, meat 
processors, bottlers and dyers. Further 
comment is inappropriate since the 
matter is pendente lite.*> It is import- 
ant from a practical standpoint, how- 
ever, since a corporate taxpayer is 
presently accorded the same treatment 
under both the sales and use tax law 
and the capital stock tax law. Liaison 
has been established between the 
bureau of corporation taxes and the 
bureau of sales and use tax to avoid 
conflicting decisions being made on 
identical factual situations. This is 
especially important if the same tax- 
payer is involved. Since the sales and 
use tax encompasses activities of in- 
dividuals and partnerships as well as 
corporations, it may prove to be a 
herculean task to avoid all conflict of 
decision. In instances where there is 
a disagreement between bureaus as 
to whether a given activity is manu- 
facturing, since an exemption is in- 
volved, doubt is resolved against the 
claimant taxpayer. 


The difficulties experienced in ad- 
ministering the exemption provision 
are multifold. Since there is a certain 
amount of difficulty in administering 
all tax acts, this in itself is not of too 
great significance. However, a basic 
inequity exists when the class of cor- 
porations benefited by the exemption 
is not well defined and the reason ad- 


* But see 64 Dickinson Law Review 383. 
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vanced for granting it is questionable. 
As has been pointed out, the ostensi- 
ble reason for granting the exemption 
to “manufacturers” was to encourage 
an influx of capital into Pennsylvania. 
The recipients of this bonanza are in 
large part domestic corporations that 
owe their very existence to the local- 
ity in which they are based, for ex- 
ample, newspaper publishers. This 
has been recognized as a necessary 
concomitant of granting the exemp- 
tion. Quaere: Would it be feasible to 
grant a total tax exemption to corpo- 
rations moving into Pennsylvania for 
a given period of time after which 
they would be taxed at the same rate 
and in the same manner as all other 
corporations? 


Taxation is supposedly a practical 
matter. Taxes that are easy for the 
taxpayer to compute and inexpensive 
for the tax levying body to collect 
are ideal. To require the services of 
an attorney both when the report is 
prepared and the tax settled does not 
appear to be a particularly practical 
approach to taxation. The difficulty 
is compounded when we consider the 
language of the Superior Court of 
Pennsylvania in a recent case involving 
the School District of Pittsburgh mer- 
cantile tax: *° “Doing the same thing 
by different people under different 
circumstances has been held to be 
manufacturing in one case and not 
manufacturing in the other. For ex- 
ample, a person in constructing a 
building may take stone, sand, cement 
and water, mix them in a machine and 
place the product as concrete in the 
building as a component pdrt of it. 
The law treats him as a building con- 
tractor and not as a manufacturer. 
. . . On the other hand, if a person 
measures, weighs and mixes the same 
ingredients and delivers them in a 





* Commonwealth v. Hazen Engineering 
Company, 189 Pa. Super. 531 (1959). 
* Cited at footnote 24. 


* 14D. & C. 2d 207 (1957). 
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plastic state by a transient-mixer to 
the site of construction where the 
building constructor uses the mix in 
the construction of the building, then 
the process person delivering the ma- 
terial to the building contractor is 
recognized by the law as a manufac- 
turer.” In practical application, it is 
extremely difficult for one contractor 
to conceive why he is not eligible for 
the manufacturing exemption when 
he makes ready-mix concrete and uses 
it in his own business when his com- 
petitor across the street who goes 
through the same processes to make 
concrete, but sells it, is entitled to a 
tax reduction. 


To illustrate the difficulty inherent 
in determining what is or is not 
manufacturing, two quotations by emi- 
nent jurists from cases decided nearly 
20 years apart are especially pertinent. 
In Commonwealth v. Lichtman,?" Judge 
Sloane said: “Our common-sense re- 
action is that what appellant does is 
not manufacturing, and perhaps we 
should allow this reaction to come in- 
to play in reaching our conclusion.” 


In Philadelphia School District v. 
Mutual Trimming Company,”* Judge, 
now Justice, Bok observed: “It is 
easier to feel the line of distinction in 
the cases than to express it J 


No better example to portray the 
difficulty is needed than a recent 
case ** in the Supreme Court of Penn- 
sylvania involving a mercantile tax 
question arising in the City of Pitts- 
burgh and School District, where that 
court disagreed with the superior 
court’s determination on the same set 
of facts and reversed the lower court’s 
finding that the activity was manu- 
facturing. It might be argued that 
after two years’ experience most of 

(Continued on page 894) 


* Pittsburgh v. Electric Welding Company, 
394 Pa. 60 (1958), rev’g Electric Welding 
Company v. Pittsburgh School District, 186 
Pa. Super, 243 (1958). 
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The Accumulated Earnings Tax 
By JAMES K. HALL 


Small unmatured close corporations find in retained earnings the sinews 
of growth. Will Congressional interest in accelerating the rate of 
economic growth of small corporations temper the application of Section 531? 


LOSELY HELD CORPORATIONS and their stockholders have 

reason to be increasingly concerned with Section 531 of the In- 
ternal Revenue Code. The relatively high level of corporate profit- 
ability in general in recent years, the comparatively heavy retention of 
corporate profits, and an apparent special concentration by the Internal 
Revenue Service’ in its audit function on the tax returns of share- 
holders of private or close corporations and the balance sheets of such 
corporations, which record the aggregate of the earned surplus and the 
annual accretions of earnings thereto, justify the need for alertness on 
the part of corporate shareholders. In addition, the increase in the 
level of audit activity—that is, some 219,000 more tax returns were 
subject to examination by revenue agents in fiscal 1958 as compared 
with fiscal 1957—indicates a substantially broader front in tax investi- 
gations.” In numerical terms, however, the increase in audit activity 
was directed to individual and fiduciary income tax returns, as the 
number of corporate income and profits tax returns subject to exami- 
nation decreased in fiscal 1958 as compared with fiscal 1957. 

The revision of Code Section 102, as expressed in Code Sections 
531-537 in the 1954 revision of the Internal Revenue Code (and subse- 
quent amendments thereto), which provided for a shift (under speci- 
fied circumstances) in the burden of proof, the elimination of the 
so-called “immediacy” test, the requirement that the tax is to apply 
only to that portion of the retained earnings which is unreasonably 
accumulated and the allowance of a $60,000 (now $100,000 for 1958 
and later years) accumulated earnings credit, apparently was interpreted 
by many tax attorneys, accountants and owners of close corporations as 





*As reported by the editor of Taxes, Internal Revenue “agents have been 
concentrating on tax returns of stockholders of closely held corporations, tax- 
payers who are members of partnerships, corporate officers, and other taxpayers 
with-high incomes.” 37 Taxes 242 (March, 1959). 


? Internal Revenue agents examined some 2.841 million returns in 1958, as 
compared with 2.622 million returns in 1957. However, the number of corporate 
income and profits tax returns examined decreased from 170,000 in 1957 to 159,000 
in 1958. Individual and fiduciary income tax returns examined increased from 
2.140 million to 2.336 million. Commissioner of Internal Revenue, United States 
Treasury Department, Annual Report 1958, p. 15. 
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Eighty-fifth Congress, Second Session, 
Part 2, pages 2380-2386. 


sufficiently weakening the accumulated 
earnings tax—as compared with its 
predecessor Section 102—as to render 
Section 531 a comparatively ineffective 
taxing instrumentality in the hands of 
the Internal Revenue Service. The 
character of the major alterations in this 
tax supports the conclusion that its 
statutory effectiveness was reduced.® 
However, if the Service is prepared to 
apply a tax law vigorously, even 
though its general substantive effec- 
tiveness is reduced as compared with 
the predecessor statute, much doubt- 
less can be accomplished. There are 
present indications that although Sec- 
tion 531 is not all that the Service 
would prefer in statutory substan- 
tiveness for purposes of enforceability, 
efforts of effective enforcement never- 
theless are and will be made. Al- 
though the accumulated earnings tax 
appears to be a far less enforceable 





* James K, Hall, “Revision of the Internal 
Revenue Code and Section 102,” National 
Tax Journal, September, 1955, pp. 275-286. 

*See James K. Hall, The Taxation of Cor- 
porate Surplus Accumulations, (Joint Economic 


Committee of the Congress (committee 
print), 82d Cong., 2d Sess. (1952)), Tables 
15, p. 109; 17, p. 111; 18, p. 113; and 19, 
p. 114. 

Asserted deficiency assessments against 
corporations frequently cover more than one 
tax year. In the study of Sec. 102, the fol- 
lowing comment was made: 

“Of major concern, with particular refer- 
ence to section 102, is the fact that the 
pattern of corporate policy as expressed in 
the retention of corporate earnings is likely 
to be fairly consistent over time. Conse- 
quently, a deficiency assessment under sec- 
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statute than its predecessor statute— 
Code Section 102—a more vigorous 
and determined effort of enforcement 
by the Service may cause a statute 
which is weaker substantively to take 
on greater taxing significance than 
that acquired by the former statute, 
which was subject to erratic and 
limited application. 


The position of Section 531—the 
protector and guardian of the revenue 
from the personal income tax as re- 
lated to the corporate interception 
and retention of corporate earnings— 
finds its basic importance not in its 
direct production of tax revenue, but 
rather in the extent to which corpo- 
rate shareholders are restrained from 
employing the corporation as an in- 
strument of tax avoidance. 


The Treasury’s concern and desire 
to maximize revenue yield from exist- 
ing taxes, particularly in closing loop- 
holes, suggest that increased enforce- 
ment efforts may well be directed to 
the personal income tax and, perhaps, 
to Section 531. Increased enforce- 
ment activity directed to Section 531 
may be viewed by the Service as hav- 
ing an especially high revenue poten- 
tial per dollar of audit expenditure, as 
Section 531 deficiency assessments 
are individually relatively large* as 
directed to the offending corporations ; 


tion 102 for a prior tax year, i. e., 4 or 5 
years back, may well lead to deficiency 
assessments for the next several years sub- 
sequent thereto. To illustrate, if in 1950 the 
taxpayer’s return for the tax year 1946 is 
under examination (and subject to assess- 
ment because of waiver), and a deficiency 
assessment is subsequently imposed, the 
taxpayer corporation may have good reason 
to expect deficiency assessments for tax 
years 1947, 1948 and 1949, assuming the 
same policy in surplus accumulation was 
followed in those years as in 1946. There- 
fore, taxpayer corporations do not have at 
hazard the one tax year only, i. e., the 1947 
return in 1950 (if no waiver has been given 
on a prior year or years), but all later re- 
turns as well. As would be expected, once 
the Bureau finds that a corporation has 
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and, in addition, such enforcement 
activity tends to be stimulative of 
larger dividend distributions by close 
corporations influenced by fear of 
possible application of the section— 
hence, relatively increased yield of the 
personal income tax. Apparently the 
Service views the indirect revenue re- 
sults of the enforcement of Section 
531 as being of substantially greater 
significance than the direct revenue 
consequences. 


Code Section 534—Burden of Proof 


Section 534 of the Internal Revenue 
Code of 1954 is a new provision relat- 
ing to the burden of proof in cases 
involving unreasonable accumulation 
of corporate earnings. It is as follows: 


“Sec. 534. Burden of Proof. 


“(a) General Rule—In any pro- 
ceeding before the Tax Court involv- 
ing a notice of deficiency based in 
whole or in part on the allegation that 
all or any part of the earnings and 
profits have been permitted to accu- 
mulate beyond the reasonable needs 
of the business, the burden of proof 
with respect to such allegation shall— 


“(1) if notification has not been 
sent in accordance with subsection 
(b), be on the Secretary or his dele- 
gate, or 


“(2) if the taxpayer has submitted 
the statement described in subsection 
(c), be on the Secretary or his dele- 
gate with respect to the grounds set 
forth in such statement in accordance 
with the provisions of such subsection.”® 


The procedure established by Sec- 
tion 534 is that the Secretary—that 


(Footnote 4 continued) 

been guilty of the proscribed act (accumu- 
lation of surplus to avoid the surtax on 
shareholders) for a particular tax year, the 
corporation becomes suspect for later tax 
years, with close examination of its returns 
a natural consequence.” (At p. 105.) 


* 1954 Code Sec. 534(c). 
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is, Commissioner—may notify the 
taxpayer of the proposed issuance of 
a deficiency assessment under the ac- 
cumulated earnings tax. Upon receipt 
of this notification of an impending 
deficiency assessment, the taxpayer 
“may submit a statement of the grounds 
(together with facts sufficient to show 
the basis thereof) on which the tax- 
payer relies to establish that all or any 
part of the earnings and profits have 
not been permitted to accumulate be- 
yond the reasonable needs of the 
business.” Should the Commissioner 
fail to notify the taxpayer of the im- 
pending deficiency assessment, or should 
the taxpayer, upon notification, fail to 
submit a statement of grounds, the 
burden of proof as to whether the 
retained earnings represent an accu- 
mulation beyond the reasonable needs 
of the business rests upon the party 
failing to go forward. Should the 
Commissioner follow the procedure of 
notification specified in Section 534 
and the taxpayer respond with a state- 
ment of grounds, the burden of proof 
with respect to the allegation of the 
existence of an unreasonable accumu- 
lation of earnings resides with the 
Commissioner.® 


Apparently Section 534 was a Con- 
gressional response to its dissatisfac- 
tion with the administration of Section 
102 of the 1939 Code by the Service. 
Complaints from taxpayers had been 


numerous and vigorous. Testimony 
was presented to Congressional com- 
mittees contending that cases were 
initiated by the Service on inadequate 
grounds and without sufficient screen- 
ing ; that some taxpayers were compelled 
to submit to deficiency assessments 


* An amendment to Sec, 534 by P. L. 367, 
Secs. 4 and 5, 84th Cong., Ist Sess., August 
11, 1955, made retroactive the application of 
Sec. 534 of the Internal Revenue Code of 
1954 to proceedings pending, tried on their 
merits, under Sec. 102 of the 1939 Code 
subsequent to August 11, 1955. 
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because of the expense and difficulty 
of litigating a Section 102 case; that 
to carry the burden of proof in at- 
tempting to justify an accumulation 
of earnings as reasonable was an ex- 
pensive and perilous undertaking for 
taxpayers; and that revenue agents, 
on occasion, resorted to taxpayer co- 
ercion for settlement of other tax 
issues by suggestions of possible de- 
ficiency assessments under Section 
102. With the view of alleviating 
these unsatisfactory aspects of Sec- 
tion 102 administration, Congress en- 
deavored to place the burden of proof 
on the Service under circumstances 
of taxpayer compliance with state- 
ment submission as provided in Sec- 


tion 534(c). 


Present indications are that Section 
534 of the 1954 Code may not serve 
the purpose for which it was designed. 
Instead, greater uncertainties and a 
larger element of risk may have been 
created than those inherent in Section 
102 of the 1939 Code. The present 
approach of the Commissioner with 
reference to Section 534—for which 
substantial support has been forth- 
coming from the Tax Court—is that 
the taxpayer is still subject to the 
ultimate burden of proof, despite 
Section 534 and conformity of the tax- 
payer thereto, by the submission of a 
statement of grounds in justification 
of his accumulation. It appears that 
the Service realizes that to accept the 
burden of proof (as specified in Sec- 
tion 534) is to underwrite a most dif- 
ficult, if not impossible, task in its 
efforts to enforce the statute. Statute 


enforceability appears to depend largely 
on the extent to which taxpayers are 
compelled, even in the face of Section 
534, to carry the burden of proof. 


The position of the Commissioner, 
as stated by the Tax Court in the 
Pelton Steel Casting Company case,’ 
decided April 25, 1957, was that the 
respondent “contends essentially (1) 
that while section 534 of the 1954 
Code has established a new procedure 
in accumulated earnings tax cases, it 
does not necessarily apply to all such 
cases; (2) that even where applicable, 
the criticai factor in each is the purpose 
of the accumulations; and (3) to that 
end the burden of proof, or the risk 
of nonpersuasion, as it existed under 
prior law has remained unchanged. 
Thus, respondent argues that it was 
not necessary for him to have made 
the determination stressed by peti- 
tioner and, further, that even if re- 
spondent is unsuccessful in disproving 
one or all the grounds relied upon by 
petitioner with regard to whether the 
questioned accumulation exceeded the 
reasonable needs of its business, re- 
spondent can still prevail on the ultimate 
and controlling issue of purpose as the 
same can be established entirely apart 
from reasonable business needs.” (Italics 
supplied. ) 

In support of the Commissioner’s 
position, the Tax Court declared that 
there “is no expression of intent in 
the applicable 1954 Code sections or 
in the legislative history to alter or 
reverse the existing law relative to 
burden of proof except with respect 





*CCH Dec. 22,344, 28 TC 153. This case 
involved a deficiency assessment under Sec. 
102 of the 1939 Code for the petitioner’s tax 


year ending November 30, 1946. The peti- 
tion of taxpayer was filed on September 8, 
1954, in response to a notice of deficiency 
mailed to petitioner August 24, 1953. On 
August 11, 1955, Sec. 534 of the 1954 Inter- 
nal Revenue Code was amended by P. L. 
367, Ch. 805, Secs. 4 and 5. Thereafter, on 
September 7, 1955, a notification was mailed 
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to petitioner in the appropriate manner, and 
on October 6, 1955, petitioner submitted its 
statement to respondent within the time 
requirement. This case was heard on De- 
cember 1 and 2, 1955. 

Following appeal by the taxpayer corpo- 
ration to the United States Court of Appea!s 
for the Seventh Circuit (58-1 ustc § 9179, 
251 F. 2d 278), petition for a writ of cer- 
tiorari was denied (356 U. S. 958) (May 19, 
1958). 
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to accumulation of profits beyond the 
reasonable needs of the corporation, 
and then only if the requirements of 
section 534 are met, and, of course, 
if the issue is essential to decision.” 


Further: “To avoid the tax on un- 
distributed section 102 net income, 
the burden remained with petitioner 
to prove the absence of a purpose to 
avoid the imposition of surtax upon 
its shareholders by the failure to dis- 
tribute, in whole or in part, earnings 
or profits accumulated during the 
taxable year. 


“The question of whether or not 
petitioner’s earnings and profits were 
permitted to accumulate beyond the 
reasonable needs of the business is 
not essential to a decision in this case 
as petitioner has failed to sustain its 
burden of proving the absence of the 
interdicted purpose.” 


Also: “It is well established, as 
noted elsewhere herein, that the 
reasonable business needs of a tax- 
payer constitute only one factor to be 


weighed by, the Court in reaching its 
ultimate determination with regard to 
the presence or absence of the interdicted 
purpose, which is the critical point of 
consideration in the instant case and 
which can be established entirely 
apart from considerations as to the 
reasonable needs of a_ taxpayer.” 
(Italics supplied.) 

The Tax Court, in the Pelton Steel 
Casting Company case, may have estab- 
lished what may be the controlling 
construction of Section 534 in a de- 
cision directed squarely to the issues. 
This decision makes clear that cor- 
porate liability under the accumulated 
earnings tax is in critical dependence 
upon the presence or absence of the 
interdicted purpose; further, that in 
these cases the ultimate burden of 
proof is on the taxpayer ; and, lastly, that 
Section 534, at the most, may shift 
only to the Commissioner the burden 
of proof with respect to whether the 
retained earnings exceed the reasun- 
able needs of the business.® 





* Richard B. Barker observes that “I fear 
that the Tax Court intends to circumvent 
the intent of Section 534 by postponing a 
decision upon the issue of burden of proof 


in each case until a final decision on the 
merits of such case. Even then a decision 
may not be rendered, since the court can 
claim that the issue is moot when the deci- 
sion on the merits is for the taxpayer. 
Where the decision is for the government, 
the court can contend that this result would 
be reached even assuming that the burden 
of proving accumulation beyond the reason- 
able business needs was on the government. 
In this way Section 534 can be laid to rest 
quietly.” (“Penalty Tax on Corporations 
Improperly Accumulating Surplus,” 35 Taxers 
§49, 952 (December, 1957).) 

Barker is of the opinion that, in the appli- 
cation of the accumulated earnings tax to 
tax year 1954 and beyond, “the result would 
be quite different,” as for there to be “any 
accumulated earned income on which the 
penalty tax can be imposed it would 
be essential to find that all or some portion 
of the adjusted taxable income : 
was not retained for reasonable business 
needs. Under Section 534, the burden of 
proving that all or some portion of the tax- 
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able income after adjustment was not re- 
tained for reasonable business needs is upon 
the Commissioner as regards the grounds 
alleged in the taxpayer’s 534(c) statement.” 
However, Barker later admits that, should 
the Commissioner in his deficiency claim 
“only that the accumulation was for the 
purpose of avoiding the income tax on the 
shareholders, the court might then hold that 
Section 534 had no application whatsoever”; 
further, that another way in which “Section 
534 might effectively be read out of the 
Code would be to interpret Section 
534 as only requiring the Commissioner to 
show that an unspecified amount, no matter 
how slight, was accumulated beyond the 
reasonable business needs and then leave 
the burden upon the taxpayer to prove the 
amount reasonably accumulated for business 
needs and, thus, eligible as a credit against 
total accumulations.” ( At p. 954.) 

In a subsequent case, that of Breitfeller 
Sales, Inc., CCH Dec. 22,568, 28 TC 1164, 
the Tax Court, although finding for the 
taxpayer on the merits, made no decision 
as to the burden of proof. The Court in 
this case did not, and could not, use the 

(Continued on following page) 
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Following “a review of approxi- 
mately 60 docketed cases under Sec- 
tion 102 and Section 531, to which 
Section 534 is applicable,” Barker ob- 
serves that the “Commissioner by his 
answer, denying the sufficiency” of 
the Section 534(c) statements of tax- 
payers “but in the alternative plead- 
ing affirmatively on the issue of 
reasonable accumulation for business 
needs, has left the determination” of 
burden of proof with the Tax Court.® 
The Tax Court, in turn, has consist- 
ently refused “to make any decision 
as to burden of proof in a pretrial 
hearing.” Consequently, according 
to Barker, the position of the Tax 
Court “on pretrial motions has al- 
ready done much to vitiate the in- 
tended purpose of Section 534. The 
taxpayer must prepare for trial as 
though the burden of going forward 
and the burden of proof were upon 
him .... The taxpayer is again placed 
in a position where the threat of an 
‘accumulated earnings tax’ deficiency 
can be used as a lever in coercing 
settlement on other issues. The tax- 
payer must again go to the substan- 
tial expense and effort of proving that 
the accumulation was for the reason- 
able needs of the business. . . .” 


Kopperud and Donaldson express 


the view that “[t]he attempt to 
relieve corporations, which comply 
with the Section 534 procedure, of the 
expense and effort of proving reason- 
able needs for the accumulation has 


(Footnote 8 continued) 

reasoning of the Pelton Steel Casting Com- 
pany case, because the parties had agreed 
that liability for tax would not lie if the 
retained corporate earnings were for rea- 
sonable business needs. The Court made 
the finding “which we think the record 
compels, that a reasonable requirement of 
the business then existed for these accumu- 
lations.” This result was reached, accord- 
ing to the Court, “without the necessity of 
determining under section 534, I. R. C. 1954, 
where the burden of proving business, neces- 
sity lies.” 
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failed to date. On the trial day, the 
corporation is faced with a dilemma. 
On the one hand, to present evidence 
confined to the absence of the inter- 
dicted purpose and rely upon the ade- 
quacy of the statement of grounds for 
accumulation to shift the burden 
thereon to the respondent represents 
an imprudent gamble. The alterna- 
tive—to adduce evidence negativing 
‘purpose’ and, also, prepare and present 
complete evidence of the reasonable 
business requirements for the ac- 
cumulation—leaves the corporation 
where Section 534 found it. Indeed, 
from a tactical standpoint, a corpora- 
tion’s position is worse. The trial con- 
comitant of filing a statement of grounds 
is to place in the hands of the adversary, 
prior to trial, the corporation’s entire 
case.” (Italics supplied. ) 


The Tax Court, in litigation to date, 
has seen fit to support the Commis- 
sioner’s position by refusal of pretrial 
rulings on the burden of proof and by 
its holding in the Pelton Steel Casting 
Company case that the critical factor 
is the purpose of the accumulations, 
with the burden of proof upon the 
taxpayer. The Court of Appeals for 
the Seventh Circuit,"* by upholding 
the Tax Court’s decision in the Pelton 
Steel Casting Company case, has af- 
firmed the Tax Court’s construction 
of Section 534 which indicates that 
the section will not serve its intended 
purpose. The burden of proof has 
not been shifted to the government 


This case involved a deficiency assess- 
ment under Sec. 102 of the 1939 Code for 
the petitioner’s tax years 1947 and 1948. 
The respondent sent a registered mail noti- 
fication to petitioner pursuant to Sec. 534 
of the 1954 Code, on September 7, 1955. 
The case was decided September 13, 1957. 

* 35 Taxes, at p. 951. 

*“The Burden of Proof in Accumulated 
Surplus Cases,” 35 Taxes 827, 877 (No- 
vember, 1957). 

*™ Case cited at footnote 7. 
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with taxpayers still subject to the 
government with taxpayers still sub- 
ject to the burden of proof that the 
“purpose of the profits accumulation 
is not that of the avoidance of per- 
sonal tax on its shareholders.” Al- 
though under Section 534 the burden 
of proof may be shifted to the govern- 
ment with respect to the “reasonable 
need of the accumulation for business 
purposes,” for strategic reasons it may 
be of advantage to the taxpayer to 
carry this burden as well. 


The taxpayer, in effect, may be ina 
worse position under the accumulated 
earnings tax than under Section 102 
of the 1939 Code, as he not only must 
carry the burden of proof, apparently, 
but, in addition to the extent that he 
avails himself of Section 534, must 
disclose to his adversary in advance 
the grounds on which he proposes to 
justify the earnings accumulation 
with respect to the reasonable needs 
of the business. Taxpayers conse- 
quently find themselves impaled on 
the horns of a dilemma—whether or 
not to comply with the requirements 
of Section 534, and whether the ap- 
parent advantage to the taxpayer as 
found therein represents in fact a real 
disadvantage. 


Screening of Section 531 Cases 


There is no present indication that 
the accumulated earnings tax, Sec- 
tions 534 and 535 in particular, will 
result in substantially improved screen- 
ing of cases by the Service. The rela- 
tive efficiency of case screening and 
analysis is essentially a function of 
the quality of the Service personnel 
engaged in the task within the opera- 
tional policy and procedure which ap- 


®Sec. 535(c)(1)(A) is as follows: 

“(c) Accumulated Earnings Credit— 

“(1) General rule-—For purposes of sub- 
section (a), in the case of a corporation 
other than a mere holding or investment 
company the accumulated earnings credit 
is (A) an amount equal to such part of the 


Accumulated Earnings Tax 


plies thereto. Section 535(c)(1)(A) * 
creates additional difficulties and prob- 
lems in case screening and analysis 
for the Service to the extent it be- 
comes a factor in Service enforcement 
of the tax. Section 535(c)(2), which 
establishes the minimum credit pro- 
vision of $100,000, affects case screen- 
ing and analysis only to the extent it 
reduces the corporate universe sub- 
ject to the tax. 


Section 535(c)(2), the minimum 
credit provision, is apparently designed 
to protect relatively small corpora- 
tions—as measured by their financial 
resources—from the accumulated earn- 
ings tax, even though they may engage 
in the proscribed act of unreasonable 
retention of corporate earnings. This 
provision reflects Congressional con- 
cern and solicitation towards “small 
business,” which is manifest elsewhere 
as well in the Internal Revenue Code. 
This Congressional effort to protect 
small corporate business from the 
penalty tax may have undesirable con- 
sequences as found in its tax induce- 
ment to multiple incorporation, cor- 
porate diversion of earned surplus to 
other reservation accounts, corporate 
recapitalization designed to draw down 
earned surplus, operating expense 
manipulation and the like. With 
reference to multiple incorporation, 
this provision, in combination with 
the graduated rates of the corporate 
tax, offers no unimportant inducement. 


Taxpayer Culpabilities 


Taxpayers who use their corpora- 
tions and the earnings retained there- 
in to serve their personal interests—as 
illustrated by Kerr-Cochran, Inc.,** as 
recently heard by the United States 


earnings and profits for the taxable year as 
are retained for the reasonable needs of the 
business ... .” 

* 58-1 ustc 9.9352, 253 F. 2d 121 (March 
11, 1958), aff’'g CCH Dec. 20,954(M), 14 
TCM 304. 
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Court of Appeals for the Eighth Cir- 
cuit, in which noninterest bearing 
loans were made by the corporation 
to assist the brother-in-law of the 
principal corporate owner (Claren 
Kerr) to get started in the automobile 
business, to cover the losses incurred 
in the operation of an apple orchard, 
to provide funds for Kerr’s wife and 
to build a residence—invite the appli- 
cation of Section 531 or its predeces- 
Section 102. Such taxpayers 
should not feel aggrieved when they 
are subject to a deficiency assessment 
and when the courts sustain the Serv- 
ice in its application. 


sor, 


The case of Smoot Sand and Gravel 
Corporation v. Commissioner,* as de- 
cided by the United States Court of 
Appeals for the Fourth Circuit, indi- 
cates that the courts are not likely to 
be misled by taxpayer efforts to ra- 
tionalize high corporate liquidity through 
the establishment of outsize and/or 
specious reserves. In this case the 
taxpayer corporation set up a “con- 
tract bond” reserve of $250,000 on its 


books, in lieu of obtaining perform- 
ance bonds for its job contracts from 


a bonding company. The high repu- 
tation of the Smoot Sand and Gravel 
Corporation with respect to its clien- 
tele, however, was such that perform- 
ance bonds were not required. The 
court declared that for “this reserve 

no justification appears.” The 
denial of this reserve was based on 
the court’s conclusion that “[t]he fact 
that no bonding company guaranteed 
petitioner's performance did not in- 
crease the latter’s liability which as 
contractor it would have had if bond 
had been furnished. The principal 
remains liable for the performance of 
his contract whether or not a bond 
has been furnished, and if the surety 
is called upon to make good a default 
the principal is liable to the surety.” 





“57-1 ustc § 9376, 241 F. 2d 197 (Jan- 
uary 16, 1957), rev’g and rem’g CCH Dec. 
21,668(M), 15 TCM 418, subject to a re- 
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A reserve set up on the petitioner’s 
books as a “reserve for the bond prin- 
cipal and interest” under circum- 
stances of the $3 million of bonds 
issued by the corporation was rejected 
by the court as improper, as the in- 
terest and principal payments on these 
bonds held by L. E. Smoot could be 
postponed indefinitely at Smoot’s dis- 
cretion. The court called attention to 
the “thin” capitalization of this cor- 
poration and to the fact that it had 
been challenged by the Commissioner. 
The original capitalization consisted of 
$15,000 of capital stock and $3 million 
in bonds, which is a ratio of stock to 
bonds of 1 to 200. 


Another reserve of $500,000 on the 
books of the corporation was for the 
purpose of providing entry by the 
Smoot Sand and Gravel Corporation 
into the ready-mix concrete business. 
The court was of the opinion that this 
reserve was not designed to serve any 
bona-fide purpose, as the court be- 
lieved that the petitioner never planned 
to go into the ready-mix concrete 
business of its own free will and that 
business necessity never forced the 
corporation to do so. The court of 
appeals remanded the case to the Tax 
Court to determine whether a bona- 
fide need existed—a real business risk 
—which would require the petitioner 
to enter the ready-mix business; also 
to reconsider the working capital re- 
quirements of the corporation. 


The muliplication of special book 
reserves by the Smoot Sand and Gravel 
Corporation suggests that a particu- 
lar effort was made by the owner of 
the corporation, acting either on ad- 
vice or on his own initiative, to try to 
insulate the corporation from de- 
ficiency assessments under Section 
102 of the 1939 Code by reducing the 
apparently excessive corporate liquidity 


determination by the Tax Court of working 
capital requirements. 
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through the setting-up of specious 
book reserves. The effort of the peti- 
tioner in this respect is so transparent, 
and the objective so clearly indicated, 
that to an external observer the effort 
could not be otherwise than self- 
defeating. 

The continuing need for Section 
531 of the Internal Revenue Code, or 
some comparable provision, is clear 
when corporations such as_ Kerr- 
Cochran, Inc., and Smoot Sand and 
Gravel Corporation are used by their 
owners as instruments to avoid the 
personal income tax. Admittedly, the 
nonintegrated personal and corporate 
income taxes, combined with the ex- 
cessive rate graduation of the per- 
sonal tax, represent, perhaps, an almost 
irresistible temptation to some tax- 
payers to attempt efforts of tax avoid- 
ance by corporate interception and 
retention of income. As with other 
temptations, however, it would be 
well to strengthen one’s resistance 
unless the risk of incurring possible 


deficiency assessments is offset by a 
concomitant advantage, as may well 


be the case. The present minimum 
accumulated earnings credit provision 
of $100,000 of Section 535(c) (2) serves 
to reduce the effective rate of tax 
under Section 531 in its application to 
the accumulated earnings of a cor- 
poration.’® Further, the amount of 
the credit allowed may _ exceed 
$100,000 to the extent such “earnings 
and profits for the taxable year... 
are retained for the reasonable needs 
of the business.” *® To the extent that 


* “Once the $100,000 ceiling is passed, the 
regular accumulated earnings credit pro- 
vided for in Code Section 535(c)(1) will be 
determined without reference to the mini- 
mum credit (Treasury Regulations Section 
1.535-3(b)(2) and (3)). The critical test 
will then relate to the reasonable needs of 
the business (Treasury Regulations Section 
1.535(b)(1)).” S. P. Wagman, “Taxation 
of Accumulated Earnings and Profits: A 
Procedural Wrangle,” 37 Taxes 573, 574 
(July, 1959). 


Accumulated Earnings Tax 


corporate dividend distributions in the 
hands of a taxpayer are subject to 
high marginal rates of personal tax, 
a financial advantage may be found 
in intentionally underwriting the risk 
of Section 531."" 

Whether or not there is a financial 
advantage in risking a deficiency 
assessment, or assessments, under Sec- 
tion 531, depends on the effective rate 
of tax on corporate income in the 
hands of the taxpayer (personal in- 
come) as compared with the effective 
rate of tax imposed by Section 531 
plus the long-term capital gains taxa- 
tion of the retained earnings (as dis- 
tributed in partial or complete cor- 
porate liquidation). Although, as a 
penalty tax, Section 531 tax is not cus- 
tomarily self-assessed, there have been 
a few exceptions in which the tax was 
self-assessed under the predecessor, 
Section 102.** These instances of the 
self-assessment of the penalty tax 
probably represent a desire on the 
part of taxpayers to avoid interest 
accruals on deficiency assessments 
and a conviction on their part that a 
high probability existed that the tax 
would be imposed. 


Conclusion 


Owners of close corporations have 
reason to be increasingly concerned 
with the accumulated earnings tax 
(Section 531). The relatively high 
level of corporate profits in recent 
years, combined with an increase in 
the level of audit activity by the Serv- 


® Sec. 535(c)(1). 

™See James K. Hall, work cited at foot- 
note 4, Table 13, at p. 82, for a statistical 
illustration of the taxpayer taxable income 
area in regard to which a financial advan- 
tage to the taxpayer lies in incurring the 
risk of Sec. 531 (retention of corporate earn- 
ings) as compared with an earnings distri- 
bution. 

*See James K. Hall, work cited at foot- 
note 4, at p. 94 (footnote 10). 


857 





ice—directed, in part, to the tax re- 
turns of shareholders of closely held 
corporations—suggests the advisabil- 
ity of a careful periodic review of the 
retained earnings of close corpora- 
tions, and _ particularly accretions 
thereto, with the purpose of determin- 
ing that the accumulated earned sur- 
plus is not substantially redundant 
with reference to “the reasonable 
needs of the business.” 


It is, of course, essential prudence 
in the conduct of the affairs of a close 
corporation not to use corporate funds 
for purely personal purposes. To do 
so is to create an indefensible position 
with respect to the application of 
Section 531. 


Although Section 531 is basically a 
weaker penalty taxing statute than its 
predecessor, Section 102, vigorous appli- 
cation by the Service of the weaker tax 
law may give it greater effectiveness 
than a stronger and more enforceable 
law, the administration of which is 
erratic and limited. There are pres- 
ent indications that the Service may 
become more aggressive in the appli- 
cation of Section 531 than in that of 
its predecessor, Section 102. 


In the Pelton Steel Casting Company 
case, the Tax Court held that the 
critical factor in Section 531 cases is 
the presence or absence of the inter- 
dicted purpose, the burden of proof 
with respect to which continues to 
remain with the taxpayer and which 
can be established apart from the rea- 
sonable business needs of the tax- 
payer for the accumulations; further, 
that Section 534 may shift to the Com- 
missioner only the burden of proof as 
to whether the retained earnings are 
in excess of the reasonable needs of 
the business. There is some opinion 
that strategically, in defending against 
Section 531, the taxpayer may be in a 
worse position under the accumulated 
earnings tax than under the predeces- 
sor, Section 102. The taxpayer, in 
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any event, would be well advised to 
consider carefully in advance the dis- 
advantage, as well as the advantage, 
of availing himself of Section 534. 
The apparent advantage of Section 
534 may, in fact, conceal a real dis- 
advantage. 


Although the Service has been sub- 
ject to extensive criticism because of 
alleged inadequate screening of cases 
under the predecessor, Section 102, 
there is no clear indication that im- 
provement in case screening is occurring 
under Section 531. The minimum 
credit provision of $100,000 does, of 
course, automatically remove from 
the purview of Section 531 the small 
close corporation, the retained earn- 
ings of which do not exceed this credit. 
It may be noted that the minimum 
credit provision, in combination with 
the graduated rates of the corporate 
tax, provides a significant inducement 
to multiple incorporation. 


The interest of the Congress and 
the public in increasing the rate of 
economic growth may serve to temper 
somewhat the application of Section 
531. Close corporations occupy a sig- 
nificant, although, of course, not a 
predominant, position in the business 
universe. Comparatively small un- 
matured close corporations find in re- 
tained earnings the sinews of growth. 
They have little or no possibility of 
financing growth externally. Growth, 
as expressed in increased plant, and 
related equipment and facilities, tends 
to be more or less sporadic over time. 
Consequently, corporate liquid assets 
may, at times, appear outsize with re- 
spect to current business needs. 


To the extent that taxpayers in con- 
trol of small profitable growing cor- 
porations are in fear of Section 531, 
corporate retained earnings will tend 
to be relatively less in amount. Of 
particular concern to these taxpayers 
will be the relative liquidity of their 

(Continued on page 896) 
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Compact Justice 


for Oregon Taxpayers 
By JAMES D. TREDUP 


A proposal to create ‘‘a tax court’’ at the state level, 

thus giving a taxpayer a right to his ‘‘day in court,"’ is discussed 
by the author. He is a member of the law firm of 

Koerner, Young, McColloch & Dezendorf, Portland, Oregon. 


PROPOSAL to create an Oregon Tax Court may. be submitted 

to the 1961 Oregon Legislature. The idea is not new, for a bill 
based upon the Model State Tax Court Act* was introduced at the 
1959 session.2, However, the potential 1961 version has a new look, 
namely, a small claims division. 


At present, controversial Oregon income tax matters are usually 
first determined after an informal conference. From there, the appel- 
late course is to the State Tax Commission, which holds a formal hear- 
ing; then, to the appropriate circuit court; and finally to the Oregon 


Supreme Court. Obviously, this is an expensive, time-consuming 
procedure. Even where the amount in controversy is as high as $250, 
payment is often more practical than a contest. 


The expanding Oregon economy and the increasing number of 
taxpayers aggravate this pocketbook practicality. The state has the 
right to protect its revenues. However, the taxpayers have the right to 
resist erroneous applications of the tax law. Obviously, an expensive pro- 
cedural system effectively bars many taxpayers from exercising their 
basic right of resistance. The principle of de minimis brings no com- 
fort to a taxpayer who has reasonable grounds to believe that the tax 
officials are wrong, even if he realizes that there may be two sides to 
the question. When faced with the cost of contest, the taxpayer will 
often pay. But, a feeling may exist that the state owes him a few 
dollars. 


To give substance to this right of resistance, the current proposal 
would establish a small claims division within the court. But first— 
a brief summary of the proposed bill, which for the most part has 
changed the model act to meet Oregon constitutional and tax system 
requirements, and has revised the previously proposed bill so as to 
eliminate certain objectionable features. 


* Drafted by the National Conference of Commissioners on Uniform State 
! Laws, and approved by it July, 1957. The model act is patterned after the Dis- 


trict of Columbia Tax Court. 
°H. B.S: 
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Initially, there would be a single 
judge, first appointed by the governor 
and thereafter elected from the state 
at large. Until experience demonstrated 
the need for additional permanent 
judges, the pro tem system would be 
available under the control of the 
Oregon Supreme Court.’ To reflect 
the spirit of having income and ad 
valorem tax matters‘ initially adju- 
dicated by a judge with a greater than 
average experience in taxation, the 
proposed bill provides that, when 
making appointments, both the gov- 
ernor and the Oregon Supreme Court 
may request the board of governors 
of the state bar to furnish at least five 
names of persons deemed particularly 
qualified in tax matters.’ Some prac- 
titioners may be against an “expert” 
judge, in the hope that “equity” will 
prevail. However, the proposed bill 
reflects a belief that taxation is basi- 
cally a matter for the legislature, with 
the legislative intent to be effectuated 
judicially by an impartial craftsman 
on a uniform statewide basis, subject, 
of course, to supreme court review. 


The regular opinions of the Oregon 
Tax Court would be officially pub- 
lished, where they deal with matters 
of general interest, so as to furnish 





* Consideration is also being given to au- 
thorizing the use of certain existing judges 


“ 


on a temporary “detached tax duty” basis. 

*In Oregon, certain taxes (for example, 
gift and inheritance) are administered by 
the state treasurer; the proposed bill would 
not make such taxes subject to the state 
tax court procedure. 

*As to the advisability of emphasizing a 
taxation background, note the remarks of 
Judge Learned Hand in 57 Yale Law Journal 
169: “In my own case the words of such an 
act as the Income Tax, for example, merely 
dance before my eyes in a meaningless pro- 
cession: cross-reference to cross-reference, 
exception upon exception—couched in ab- 
stract terms that offer no handle to seize 
hold of—leave in my mind only a confused 
sense of some vitally important, but sucess- 
fully concealed, purport, which it is my duty 
to extract, but which is within my power, 
if at all, only after the most inordinate ex- 
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judicial guidance and uniformity that 
is not available where, as at present, 
the opinions of Oregon circuit courts 
are not reported. As is true in present 
tax controversies appealed to the cir- 
cuit courts, rules of evidence would 
be followed, so that the historical 
protection furnished by such rules 
would be preserved.® 


The tax court would have exclusive 
primary jurisdiction over all appeals 
from the State Tax Commission. To 
the fullest extent feasible, the judge 
would be expected to “ride the cir- 
cuit,” to minimize expense and incon- 
venience to taxpayers. Controversies 
would be tried de novo, though limited 
to issues raised before the commis- 
sion; however, a matter could be re- 
manded to the commission if important 
new issues were presented. In ad 
valorem tax matters, the county as- 
sessor, sheriff or board of equaliza- 
tion would be permitted to appeal 
commission determinations. The court 
itself would have equal standing with 
the state circuit courts, but with the 
exclusive jurisdiction noted above. 


A major and integral part of the 
tax court system is a small claims 
division. The work of the division 
would be handled by the regular tax 


penditure of time. I know that these mon- 
sters are the result of fabulous industry and 
ingenuity, plugging up this hole and casting 
out that net, against all possible evasion; 
yet at times I cannot help recalling a say- 
ing of William James about certain passages 
of Hegel; that they were no doubt written 
with a passion of rationality; but that one 
cannot help wondering whether to the reader 
they have any significance save that the 
words are strung together with syntactical 
correctness ... .” 

°H. B. 23, unanimously passed by the 
1959 legislature and vetoed by the governor, 
would have established a board of tax ap- 
peals, with admissible evidence governed 
only by “relevancy, materiality and proba- 
tive force.” Another feature of H. B. 23 
which has raised many objections is that 
the board would be inserted between the 
tax commission and the circuit courts, thus 
increasing appellate expense. 
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As it is the scientist's faith 

that there is an ultimate symmetry, 
order and truth in nature, so it 

is the lawyer's faith that the body 
of law will express the full 

image of the society which it unites. 
—Professor Kenneth S. Carlston, 
University of Illinois Law School. 


court judge, but in an informal man- 
ner. The division would sit in vari- 
ous localities throughout the state, 
encouraging uniformity of decisions 
as well as impartiality. A taxpayer, 
whether an individual or a corpora- 
tion, could elect to take the small 
claims route where the tax in con- 
troversy (whether a deficiency assess- 
ment or a refund claim) is $250 or less 
for a tax year, instead of following 
the regular appellate course that com- 
mences with the formal appeal to the 
commission.’ The election would also 
be available in real property ad valorem 
matters, where valuation is the sole 
issue, and when the true cash value is 
allegedly $50,000 or less. Once the 
election to utilize the small claims 
division is made, the division has final 
and exclusive jurisdiction over the 
controversy, and neither the taxpayer 
nor the state may appeal any further. 
Nor can the taxpayer go to the divi- 
sion after he has elected to appeal to 
the commission. 


The proceedings in the small claims 
division would be conducted without 
the usual rules of evidence, giving the 
court wide latitude as to admissibility. 
It is intended that the taxpayer would 
be heard in or near his own locality, 
instead of at Salem (where the com- 
mission normally sits). The taxpayer 
may represent himself, or be repre- 
sented or accompanied by an attorney, 
licensed accountant or any other per- 


™The proposed statute provides for the 
appropriate state body to notify the tax- 
payer of his right to the election. 

*The interests of the small taxpayer in 
“getting heard” are deemed paramount, and 
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son the court may permit to appear.® 
In many instances, the person who 
helped prepare the return will be able 
to make himself available at a reason- 
able charge, since the framework will 
be based upon giving the taxpayer an 
inexpensive as well as impartial hear- 
ing. Since neither the taxpayer nor 
the state may appeal a decision of the 
small claims division, there is an ef- 
fective ceiling to the amount of ap- 
pellate expense that can be incurred 
by or imposed upon a contesting 
taxpayer. 

While supplementary administra- 
tive aspects remain to be developed, it 
is believed that a simple information 
guide can be furnished so that each 
small claim petitioner will have some 
idea of the relevant proof needed in 
recurring matters, such as depend- 
ency and other deductions, or resi- 
dential valuations. 


When a small claims matter is 
heard, the matter should, if at all 
possible, be decided immediately from 
the bench. If one or more difficult 
points are involved, the judge may 
render his determination by letter, 
but without opinion or case citation. 
A determination is binding upon the 
subject taxpayer only, and solely with 
respect to the year or years at issue. 
If dissatisfied with the determination, 
the taxpayer can follow the usual 
route of formal appeal if the issue 
again arises in another year. How- 
ever, it is unlikely that taxpayers in- 
volved in “small claims” matters would 
take the formal route even in this 
situation, unless a cohesive group of 
taxpayers with the same problem 
shared the expense. 


It is possible that taxpayer en- 
thusiasm may institute a number of 


it is anticipated that the judge will be able 
to minimize the hazards of improper or in- 
adequate representation where “small claims” 
are involved. 
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frivolous appeals if a small claims 
division is created. However, when 
taxpayers come to realize that the 
procedure is not a_ state-sponsored 
“giveaway” program, the number of 
such appeals will undoubtedly fall. In 
any event, initial potential abuse of 
the procedure seems a small price to 
pay for creating a forum where the 
tax administrators and the smaller 
taxpayers can appear on even terms 
and explain their views. In the ex- 
panding field of state-taxpayer rela- 
tionships, there seems little to lose 
in trying out a system which enables 
a taxpayer to appear at or near his 


home community before an impartial 
judge and ‘inexpensively contest a 
relatively small assessment at the 
earliest appropriate stage. 


Whether the tax court, with its 
small claims division, will be adopted 
into Oregon law in the near future is, 
of course, conjectural. However, with 
the effectiveness of a state’s taxation 
policies being dependent upon a just 
administration thereof, taxpayers with 
unenforceable, but legitimate, protests 
would seem to be entitled to the time- 
honored supplement to taxation with 
representation—to wit, a “day in court.” 


[The End] 
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started an educational program to 
urge taxpayers to voluntarily report 
such payments, and hopes results of 
this program will make such legisla- 
tion unnecessary. The Treasury ex- 
pects a higher percentage of interest 
and dividend payments to be reported 
on tax returns in 1961 in view of (1) 
the cooperation given the program by 
paying institutions and (2) the 
stepped-up enforcement by the IRS 
and the Department of Justice. 


The Tax Court 


Does the term “educational expenses” 
under 1954 Code Section 162 include 
amounts spent by a public school 
teacher for traveling on an approved 
travel plan to satisfy the professional 
requirements of her school district? 


This unique question is now before 
the Tax Court of the United States in 
Petition No. 88761. The petitioner 
was given approval by the Cedar 
Rapids Community School District 
of Iowa to travel in satisfaction of 
the district’s requirement that teach- 
ers must attend summer school or 
travel on an approved itinerary at 
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least one summer in every five. Under 
the approved plan of travel the peti- 
tioner traveled extensively through- 
out the western part of the United 
States. Upon returning, she sub- 
mitted a written report of her travels 
to the school district. The written 
report was accepted by the school 
district in satisfaction of its require- 
ment for maintaining professional 
standards. 


The Commissioner disallowed all 
amounts claimed by the petitioner for 
travel expenses incurred on the ap- 
proved travel plan, and cited Income 
Tax Regulation Section 1.162-5(c), 
which states: “In general, a taxpay- 
er’s expenditures for travel (including 
travel while on sabbatical leave) as a 
form of education shall be considered 
as primarily personal in nature and 
therefore not deductible.” 


The Tax Court of the United States 
must determine if amounts spent for 
travel expenses by a public school 
teacher to maintain the professional 
requirements of a school district are 
deductible as “educational expenses” 
under Section 162 of the 1954 Internal 
Revenue Code. 
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Pitfalls of Western Hemisphere 
Trade Corporations 


By B. L. GRAUBART 


The key words in the provisions establishing Western Hemisphere 

Trade Corporations are ‘‘gross income"’ and ‘‘nonbusiness sources."’ Their definition, 
with all of its ramifications, must be explored by the tax planner. 

Mr. Graubart is assistant treasurer, California Eastern Aviation, Inc. 


ESTERN HEMISPHERE Trade Corporations, which have a 

maximum tax rate of 38 per cent due to the 27 per cent plus 
special deduction, are advantageous to use in conducting business 
where sales are to be made in a Western Hemisphere country exclusive 
of the United States. 


For a company to qualify as a Western Hemisphere Trade Cor- 
poration (Code Section 921), it must be a domestic corporation which 
satisfies the following conditions: 


(1) All sales and all purchases—other than incidental purchases 
of the company—must be made in the Western Hemisphere. 


(2) Ninety-five per cent of all income for the three-year period 
immediately preceding the close of the taxable year must be from 
sources without the United States. 


(3) Ninety per cent of gross income for said three-year period 
must be derived from the active conduct of a trade or business. 


The prime pitfalls are nonabidance to the three conditions of 
Section 921 and the right of the Commissioner to apply Section 482 
where the income of controlled corporations is incorrectly allocated. 
Each of the pitfalls will be discussed individually. 


Careful planning is required so that a Western Hemisphere Trade 
Corporation does not receive over 10 per cent of its gross income from 
nonbusiness sources. This raises two issues: (1) What is gross 
income? (2) What do we mean by nonbusiness sources? 


Gross income means sales less cost of sales. Therefore, a company 
with a dividend income of $10 and sales of $100 with a cost of sales 
of $60 would have a gross income of $50; and as the dividends would 
be one fifth of the gross income, the company would not be qualified 
for the extra deduction allowed Western Hemisphere Trade Cor- 
porations. Thus, the company tax advisor should see that the gross 
income from business sources, not the sales revenues, comprise over 


Western Hemisphere Trade Corporations 





Neither will it be that a people 
over-laid with taxes should 

ever become valiant. . No 
people over-charged with tribute 
is fit for empire. 

—Francis Bacon. 


90 per cent of the gross income of 
the business. 

What is meant by income from 
nonbusiness sources? The only case 
directly connected with this is Towne 
Securities Corporation v. Pedrick,’ in 
which it was held that dividend in- 
come was not earnings from any ac- 
tivity; and since over 90 per cent of 
its gross income was not from active 
conduct of a trade or business, the 
company was not entitled to the then 
exemption from surtax allowed a 
Western Hemisphere Trade Corpora- 
tion. The Commissioner has never 
issued any regulations attempting to 
interpret or define trade or business. 
There has also never been any legis- 
lative interpretation, as it is impos- 
sible to formulate a satisfactory, all 
inclusive, definition of trade or busi- 
ness. In Doggett v. Burnet,’ the court 
said business is a word of large and 
indefinite import which is incapable 
of a definite limited definition. In 
Deputy v. Du Pont,’ the Supreme Court 
stated that trade or business includes 
cases where the taxpayer holds him- 
self out to others as being engaged 
in the sale of goods or services. In 
Von Baumboch v. Sargent Land Com- 
pany,* the court defined business as 
that which occupies the time, atten- 
tion and labor of men for the purpose 
of a livelihood or profit. 

The court said in Towne Securities 
Corporation v. Pedrick that the object 
of the law is to prevent a corporation 
from obtaining the Western Hemis- 
phere Trade Corporation credit—now 
a special deduction—on investment 

* 53-2 ustc J 9585 (DC N. Y.). 

*3 ustc J 1090, 65 F. 2d 191 (CA of D.C.), 
rev'g CCH Dec, 7032, 23 BTA 744. 

* 40-1 ustc $9161, 308 U. S. 488. 
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income. However, it is my opinion 
that if a Western Hemisphere Trade 
Corporation had interest income de- 
rived from the financing of trade ac- 
counts receivable or from using notes 
receivable to effect a sale of merchan- 
dise in the normal course of a tax- 
payer's trade or business, said interest 
income would be income derived from 
the active conduct of a trade or busi- 
ness, and not investment income. 
Also, if part of a taxpayer’s activities 
were to sell, and to receive commis- 
sions, that said commission income 
would be income received from the 
active conduct of a trade or business. 
In both cases, the taxpayer has shown 
a continuity of effort to promote the 
interests of the business, and the in- 
come derived therefrom is business 
income. The courts in Beach v. Shaugh- 
nessy® and in S. Rose Lloyd® stated 
that in a detailed examination of a 


taxpayer's activities the most important 
point is whether or not there was a con- 
tinuity of effort to promote the under- 


taking which constituted a business. The 
restriction in this section, therefore, 
will consist only of pure investment 
income such as interest from invest- 
ment in corporation bonds or United 
States Government securities, divi- 
dends, royalties, rental income and 
annuities. Investments of this type, 
nonrelated to the active trade or busi- 
ness of the taxpayer, should be made 
by affiliated companies that are not 
seeking status as Western Hem- 
isphere Trade Corporations. 


Another pitfall to avoid in the utili- 
zation of a domestic selling subsidi- 
ary as a Western Hemisphere Trade 
Corporation is the Commissioner’s 
power to apply Section 482—the right 
of the Commissioner to allocate in- 
come where merchandise is trans- 

(Continued on page 888) 

*1 ustc J 10, 242 U. S. 503. 

Rh st ustc { 9657, 126 F. Supp. 771 (DC 

*CCH Dec. 9007, 32 BTA 887. 8 
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Insurance 
and Other Fringe Benefits 


By HARLAN POMEROY 


Compensation arrangements in the smaller corporation, which include 
fringe benefits, sometimes raise another issue—that of the benefit being 
looked upon as a dividend. The author here looks into such fringes 

as insurance, meals, recreation and other benefits, not unmindful of the 
employee-shareholder status which may exist. Mr. Pomeroy is an 
associate in the law firm of Baker, Hostetler & Patterson, Cleveland. This 
article is reprinted from the Spring, 1960 issue of the Cincinnati Law Review. 


ENERALLY the transfer of property by an employer to an 

employee to secure the employee’s better services is treated as 
compensation to the employee.* Compensation, of course, is treated 
as taxable income to the employee and, subject to certain limitations, 
is deductible by the employer. However, there are several types 
of benefits that can be furnished by a corporate employer to its 
employees and their families which carry the twin advantages of being 
deductible by the corporation and yet not being taxable income to 
the employee or other beneficiary. 

In the smaller, closely held corporation the employee may also 
be a substantial shareholder or the relative of a substantial shareholder. 
Where the group of employees to whom fringe benefits are made 
available includes employee-shareholders or employees related to 
shareholders, care must be taken to assure that the benefit cannot be 
considered a dividend or challenged as not being an ordinary and 
necessary business expense. If the benefit is treated as a dividend, 
the twin advantages of the tax-favored fringe benefit become twin 
disadvantages, for the amount of the benefit is then taxed as income 
either to the recipient or to the related shareholder, and the corpora- 
tion loses the deduction.? 

There are other dangers that must be guarded against generally 
in the area of fringe benefits. The corporation might jeopardize all 
or a part of its deduction because the amount of the benefit is not 
reasonable or in other respects is not an ordinary and necessary 


* Commissioner v. Lo Bue, 56-2 ustc J 9607, 351 U. S. 243, 247 (1956). 

? There is pending before Congress, H. R. 9003, which is said to limit or deny 
tax advantages of certain fringe benefits both te the corporate-employer and to 
the employee where the employee owns 5 per cent or more of the employer’s 
stock and the employer is an electing small business corporation, that is, has 
elected under Secs. 1371-1377 of the Internal Revenue Code to be taxed as a 
proprietorship. 


Fringe Benefits 





business expense. There is also the 
possibility that the use of corporate 
funds for fringe benefits might, under 
certain circumstances, expose a cor- 
poration to liability for the surtax on 
improper accumulation of earnings. 
These are dangers which are present 
generally throughout the entire area 
of fringe benefits. 


LIFE INSURANCE 
ARRANGEMENTS 


One popular method used by em- 
ployers to give their officers and 
employees fringe benefits is through 
insurance on the life of the officer or 
employee. This is sometimes coupled 
and co-ordinated with deferred com- 
pensation benefits such as those pro- 
vided in the employer’s profit-sharing 
plan. 


Employer Pays Premium, 
Employee Designates Beneficiary 


Normally, where an employer pays 
the premium on life insurance cover- 
ing the employee and the proceeds of 
the insurance policy are payable to 
the beneficiaries of the employee, the 
premium is taxed to the employee as 
income in the year of payment.* This 
is also true where the proceeds of the 
insurance inure directly to the benefit 
of the employee’s wife, dependents or 





* Regs. Sec. 1.61-2(d)(2) (1957); G. C. M. 
16069, X V-1 CB 84 (1936). 

*G. C. M. 16069, cited at footnote 3. 
However, if the employer can change the 
beneficiary, it might be argued that the 
employee has no present economic benefit 
and hence should not be taxed. See foot- 
note 11. 

*Regs. Sec. 1.61-2(d)(2) (1957). How- 
ever, the exclusion is not applicable where 
the insured is not an employee. Rev. 
Rul. 56-400, 1956-2 CB 116. The mere fact 
that the group term insurance contract per- 
mits the employee at his expense to convert 
to permanent insurance does not cause the 
term insurance premiums to be taxed as 
income to the employee. Rev. Rul. 54-165, 
1954-1 CB 17. 
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estate even though the employee is 
not permitted to designate the 
beneficiary.* 


However, there is a limited excep- 
tion to this general rule where the 
employer pays premiums on policies 
of group term life insurance covering 
the lives of its employees. Premiums 
paid for such insurance are not tax- 
able to the employees.® This is so 
even though the employees designate 
the beneficiaries. The Commissioner’s 
theory behind the nontaxable status 
of these premiums seems to be that 
since the insurance is term insurance, 
it does not carry with it such sub- 
stantial economic benefits as increas- 
ing values for application toward 
paid-up insurance and the like, which 
would give the employee something 
substantial in terms of present value.® 


If this theory is sound, then it would 
seem that the employer’s payment of 
premiums on an individual term insur- 
ance policy covering one of its em- 
ployees would not result in the premium 
being taxed to the employee. Such, 
however, does not appear to be the 
position of the Internal Revenue ‘Service 
for it has ruled that premiums paid by 
an employer on individual life insur- 
ance policies are taxable to the em- 
ployee.’ This presumably includes 
individual term insurance since the 
exception in the regulations to the 


* Mim. 6477, 1950-1 CB 16. But see Bur- 
net v. Wells, 3 ustc $1108, 289 U. S. 670 
(1933), in connection with economic benefit 
to a taxpayer from payment of premiums 
on insurance on his life where his depend- 
ents are beneficiaries of policies. The doc- 
trine of constructive receipt may also be 
pertinent. See Estate of Boies C. Hart, 
CCH Dec. 16,484, 11 TC 16 (1948). An 
additional reason presented for nontaxable 
status of the premiums is that the em- 
ployee’s rights in the group insurance are 
usually contingent upon his continued em- 
ployment. 

*G. C. M. 8432, IX-2 CB 114 (1930). 
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general rule of taxability is limited 
not to term insurance but to group 
term insurance.*® 


This difference in treatment of the 
employer’s premium payment, de- 
pending as it does on whether the 
insurance is individual or group, 
would not seem to be supported by 
the stated reason for the preferential 
treatment given to premiums on group 
term insurance. Explanation of the 
difference probably lies in the practi- 
cal consideration that group policies 
are generally limited in amount by 
the employer’s ability or willingness 
to pay what in the aggregate may be 
substantial premium expense and by 
the insurance companies to assume 
large risks on a group basis.® This 


practical reason, which seems to lie 
behind the limited exception to the 
general rule of taxing premiums to 
the employee, points up the desira- 
bility in determining the group of 
avoiding discrimination in favor of 


officers or shareholders.’ In an ex- 
treme case the Commissioner might 
argue that the group was so limited 
that the insurance was not really 
group insurance but rather was indi- 
vidual insurance, the premiums on 
which would be fully taxable to the 
employee, or that the premiums were 
really disguised earnings distributions 
taxable as dividends. 





* Regs. Sec. 1.61-2(d)(2) (1957). 

*Ohio and some other states limit by 
statute the amount of group term life insur- 
ance which an individual may carry. Ohio 
Revised Code, Sec. 3917.01(C) (1959). 

* In Ohio, group life insurance, by defini- 
tion, must, inter alia, cover not less than 
ten employees and must insure “only all” of 
the employees or “all of any classes thereof, 
determined by sex, age, or conditions per- 
taining to the employment, for amounts of 
insurance based upon some plan which 
will preclude individual selection e 
Retired employees and officers, managers, 
employees and retired employees of certain 
subsidiary or affiliated corporations may be 
included in the group. Ohio Revised Code, 
Sec. 3917.01(A) (1959). 


Fringe Benefits 


There is a means by which an em- 
ployer can pay premiums on group 
or individual permanent insurance 
without causing the employee to be 
taxed on the premium. Where the 
right of the employee to permanent 
insurance is forfeitable, such as by 
separation from service, the insurance 
is not considered as permanent and 
the employee need not include the 
amount of the premium in his income.” 
If the employee’s right to permanent 
insurance becomes nonforfeitable, the 
value of such insurance is considered 
as income to the employee in the year 
in which it becomes nonforfeitable. 
It is likely, however, that the em- 
ployer would obtain no deduction for 
payment of premiums on forfeitable 
permanent life insurance.” 


It should be noted that favorable 
tax treatment of premiums on group 
term life insurance or the equivalent 
is limited to employees and would not 
be applicable to nonemployees, such 
as commission salesmen, who might 
be included in the group."® 


While the employer’s payment of 
premiums on group term insurance 
is not taxed as income to the em- 
ployee, if a qualified employee’s trust 
purchases group term life insurance, 
the premium is treated as a distribu- 
tion to the employee-beneficiary and 
taxed to him as such.* It is as if the 


™ Mim. 6477, cited at footnote 6. A similar 
rule applies where an employee’s interest in 
an annuity purchased by his employer is 
forfeitable. See I. T. 4041, 1951-1 CB 5. 

™ See Regs. Sec. 1.404(a)-12 (1956). Com- 
pare Russell Manufacturing Company v. U. S., 
59-2 ustc § 9582, 175 F. Supp. 159, 162-163 
(Ct. Cls.), holding employer could deduct 
forfeitable benefits in year of payment by 
nonqualified trust to employee, to extent 
of employer’s contribution to trust in earlier 
year. 

* Rev. Rul. 56-400, 1956-2 CB 116. If 
the individual’s total compensation from 
the payor is reasonable, the premium is de- 
ductible by the latter even though the 
insured is not an employee. 


“Rev. Rul. 56-634, 1956-2 CB 291. 
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amount of the premium were first 
distributed to the employee who then 
purchased term insurance. with such 
amount. 


Normally where the employer pays 
premiums on insurance covering its 
employees’ lives, the premium is de- 
ductible by the employer as an ordi- 
nary and necessary business expense, 
whether or not it is taxed to the 
employee, if it, together with the em- 
ployee’s other compensation, is reason- 
able.** However, if the payment by 
a corporation of premiums on insur- 
ance covering an employee-share- 
holder’s life is not justified as a business 
expense, it may be treated as a divi- 
dend to him which would not be de- 
ductible by the corporation.*® Of 
course, if the employer directly or in- 
directly is a beneficiary under the 
policy, the premium is not deductible.*’ 
It would seem a wise practice for the 
employer to support deduction of the 
premiums by indicating in its records, 
preferably in the directors minutes, 


that the premiums are intended as addi- 
tional compensation to the employees.** 


In addition to the advantages noted 
above in connection with the income 
tax treatment of certain types of life 
insurance premium payments by the 
employer, there are tax advantages 


*™G. C. M. 8432, IX-2 CB 114 (1930); 
L. O. 1014, 2 CB 88 (1920). 

* Hubert Transfer and Storage Company, 
CCH Dec. 16,321(M), 7 TCM 171 (1948). 

Where the insured officers own all of the 
stock of the taxpayer-corporation and the 
face amount of insurance on each is pro- 
portional to his stock ownership, there may 
be greater difficulty in establishing a com- 
pensatory motive on the part of the premium- 
paying employer. I, T. 2279, V-1 CB 67 
(1926). Compare Berizsi Brothers Company, 
CCH Dec. 5315, 16 BTA 1307 (1929), acq., 
VIII-2 CB 5 (1929), Moreover, the cor- 
poration might be denied a deduction on 
the ground that it was indirectly the bene- 
ficiary of the policy. 

* 1954 Code Sec. 264(a)(1). 

*In C. F. Smith Company, CCH Dec. 
20,442(M), 13 TCM 607 (1954), the court, 


in denying the deduction of premiums paid 
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in connection with receipt of the pro- 
ceeds. Thus, the proceeds may be 
excluded from the beneficiary’s tax- 
able income if they are paid by reason 
of the insured’s death.’® However, 
payments made by an insurance com- 
pany under an annuity contract to an 
employee’s beneficiaries on behalf of 
the employer and on the death of the 
employee are not exempt as proceeds 
of a life insurance contract, but may 
be partially exempt as employee death 
benefits under, and subject to the 
limitations of, Section 101(b) of the 
Code.” An additional income tax 
advantage is available to the surviv- 
ing spouse of the insured who can ex- 
clude up to $1,000 per year in interest 
paid on life insurance proceeds held 
by the insurer for payment at a date 
later than the insured’s death.” 


If the insurance proceeds are paid 
to a beneficiary other than the estate, 
the proceeds may be excludable from 
the gross estate for purposes of the 
estate tax provided the insured em- 
ployee did not possess at his death 
any of the incidents of ownership of 
the policies. Thus, there may be 
an advantage in having a person other 
than the employee (and other than the 
employer) hold the incidents of own- 
ership of the policy.** However, care 





by a corporation on insurance covering its 
president, adverted (p. 613) to the fact that 
the premiums had been neither designated 
nor treated as compensation. As to with- 
holding, see Regs. Sec. 31.3401(a)-1(b) 
(1957). 

” 1954 Code Sec. 101(a)(1). For limita- 
tions where the insurance contract is trans- 
ferred for a valuable consideration, see 1954 
Code Sec. 101(a)(2). 

* Rev. Rul. 55-193, 1955-1 CB 266; Rev. 
Rul. 55-74, 1955-1 CB 230. See section of 
this article discussing death benefits, p. 880. 

* 1954 Code Sec. 101(d). 

1954 Code Sec. 2042. For the limited 
exemption of proceeds of life insurance 
paid under certain qualified plans, see Regs. 
Sec. 20.2039-2(b), Example 3. 

* No authorities have been found bearing 
on the estate tax treatment of the insurance 
proceeds under such an arrangément or 
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must be taken not to afford the Com- 
missioner a basis for contending that 
the incidents of ownership were in 
substance possessed by the insured. 


Employer Pays Premiums 
and Is Beneficiary of Policy 


There are also advantages in using 
life insurance where the employer 
rather than the employee or his bene- 
ficiary owns the policy. Such insur- 
ance may be used to compensate the 
employer for loss of a key man, to 
pay death benefits to the employee’s 
widow, to purchase the employee’s 
stock, and the like. 


Generally, where the employer is 
the beneficiary of such a policy, the 
premium is not deductible by the em- 
ployer and the proceeds are not tax- 
able to it.* In addition, the proceeds 
would not be included in the em- 
ployee’s estate. Moreover, use of the 
proceeds to pay a death benefit may 
permit deduction of the proceeds by 
the employer and receipt by the em- 
ployee’s widow, estate or beneficiaries 
free of income tax.” 


The employer, instead of taking out 
insurance on the employee’s life, 
might consider purchasing an existing 
policy from the employee. If the em- 
ployee does not retain incidents of 
ownership and the proceeds are not 
payable to his estate, this would re- 
move the proceeds from his taxable 
estate. Moreover, the proceeds would 
be exempt from income tax in the 





(Footnote 23 continued) 


upon whether the employer can deduct the 
premium, ‘There appears to be nothing in 
Ohio law which prohibits assignment of an 
interest under a group term insurance 
policy. However, the policies themselves 
sometimes prohibit or restrict such assign- 
ment. See Hall v. Wheeler, 59-2 ustc 
7 11,885, 174 F. Supp. 418 (DC Me., 1959). 

* 1954 Code Secs. 101(a)(1), 264. For an 
unsuccessful attempt by the Commissioner 
to tax the proceeds as distributions of earn- 
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employer’s hands if the insured who 
makes the transfer is an officer or 
shareholder in the transferee corpora- 
tion. The employee would be freed 
of the obligation to pay premiums and 
the employer’s payment of the pre- 
miums would not be taxable to the 
employee if the proceeds were not 
payable to his wife or beneficiaries. 


Insurance to Fund Stock-Purchase 
and Other Agreements 


It seems that the employer can now 
earmark the proceeds of insurance for 
payment of death benefits, deferred 
compensation or purchase of the em- 
ployee’s stock without causing the 
premium payments to be taxed to the 
employee.** Care must still be taken 
that the employee is not considered 
as having present taxable income be- 
cause the insurance is tied too closely 
to the benefit. And if the employer 
assumes the employee-shareholder’s 
obligation to buy the stock of another 
shareholder, or if the shareholders in- 
sure each other’s lives, payment of 
the premium by the employer may be 
treated as a taxable dividend. 


The prudent tax planner in this 
area would see that the employer has 
all the incidents of ownership and is 
beneficiary of the policy; he would 
have the agreement run between the 
corporation and the shareholders 
rather than between the shareholders; 
and he would have the full insurance 
proceeds paid to the corporation even 
if they should be greater than the 


ings where the corporation designated share- 
holders as_ beneficiaries, see Ducros v. 
Commissioner, 60-1 ustc § 9088, 272 F. 2d 
49 (CA-6, 1959). 

*See section of 
death benefits, p. 880. 

** 1954 Code Sec. 101(a) (2). 

* Rev. Rul. 59-184, 1959-1 CB 65. Prunier 
v. Commissioner, 57-2 ustc § 10,015, 248 F. 
2d 818 (CA-1); Casale v. Commissioner, 57-2 
ustc { 9920, 247 F. 2d 440 (CA-2). See Rev. 
Rul. 60-31, I. R. B. 1960-5, 17, relating to 
deferred compensation arrangements. 


this article discussing 
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need for which the insurance is ear- 
marked. 


Split-Dollar Insurance 


A fringe benefit gaining increasing 
popularity is the use of split-dollar 
insurance. Essentially this involves 
life insurance covering an employee’s 
life where the employer pays that 
portion of the premium each year 
equal to the increase in the policy’s 
cash-surrender value and the employee 
pays the balance of the premium. 
Ownership rights are divided between 
the employee and employer. The em- 
ployer is the beneficiary to the extent 
of the cash-surrender value, that is, 
its premium investment in the policy, 
and the employee has the right to 
designate the beneficiary of the bal- 
ance of the proceeds. 


The principal advantage to the em- 
ployee is said to be in the furnishing 
to him of low-cost life insurance. 
However, this advantage may be off- 
set at least in part by comparison 
with group term life insurance where, 
unlike split-dollar insurance, the em- 
ployer deducts the premium. In the 
case of split-dollar insurance, neither 
the portion of the premium paid by 
the employer nor the furnishing of the 
cash-surrender value without interest 
charge to the employee is considered 
by the Commissioner to give rise to 
income to the employee.** While the 
employer obtains no deduction for 
the premiums, the proceeds upon the 





* Rev. Rul. 55-713, 1955-2 CB 23. 

*W. T. Wilson, CCH Dec, 16,241, 10 TC 
251, 255-256, aff’d, 48-2 ustc J 9399, 170 F. 2d 
423 (CA-9), cert. den., 336 U. S. 909 (1949). 

*” There are other possible bases for ad- 
verse tax treatment of a split-dollar insur- 
ance arrangement. The interest-free element 
might be treated as income to the employee; 
or the bargain on the insurance protection 
which the employee obtains as a result of 
having the employer carry a part of the 
premium liability might be taxed to the em- 
ployee. See the section of this article at 
p. 876. There is the possibility, too, that the 
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insured’s death are not taxable as 
income to either the insured’s bene- 
ficiaries or the employer. The Com- 
missioner, treating the transaction as 
a loan of the annual increases in cash- 
surrender value interest-free to the 
employee, reasons that the mere mak- 
ing available of money does not result 
in realized income to the payee nor a 
deduction to the payor. 


Revenue Ruling 55-173, the only 
published ruling on this subject, does 
not disclose whether the result would 
change if the employee is also a share- 
holder or a relative of a shareholder. 
However, in subsequent private rul- 
ings the Commissioner has indicated 
that where the insured employee is a 
shareholder or a relative of a share- 
holder, the arrangement will be closely 
scrutinized, at least where the share- 
holder owns a majority interest in the 
employer-corporation. Since the ar- 
rangement is considered by the Com- 
missioner as an interest-free loan to 
the employee of the annual increases 
in cash-surrender value and _ since 
interest-free loans to shareholders are 
subject to challenge as dividends,” 
the Commissioner may seek to treat 
that portion of the premium paid 
by the employer as a taxable dividend 
to the employee-shareholder or to the 
shareholder who is closely related to 
the employee.*° 


These possibilities indicate that 
special care must be used in setting 
up and executing a split-dollar insur- 


proceeds upon the employee’s death might 
be allocated between the employer and the 
employee’s beneficiaries in proportion to the 
amount of premiums paid by each, with that 
portion allocable to the employer in excess 
of the cash-surrender value treated as a dis- 
tribution of earnings to the employee’s estate 
or beneficiaries. A similar allocation is made 
for purposes of the exclusion from income 
of amounts received through accident and 
health insurance where the employer and 
employee each contribute toward payment 
of the premium. See footnote 60. 
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ance plan where some of the employ- 
ees are shareholders or relatives of 
shareholders.** The touchstone is 
compensation, and the cautionary ad- 
vice is to justify the benefit made 
available to the employee in terms of 
compensation. Not only should the 
employee’s compensation, including 
the value of the interest-free loan (or 
other measure of the benefit), be rea- 
sonable in amount, but the amount of 
the benefit given to employee- 
shareholders should not be dispropor- 
tionate to the amount of the benefit 
given to employees who are not share- 
holders. The safest course would 
seem to be to make sure that the 
employee’s regular compensation is 
reasonable and then relate the amount 
of the premium to be paid by the 
employer to the employee’s regular 
compensation. This might be done 
by limiting the amount of the pre- 
mium paid by the employer for each 
employee to a certain percentage of 
that employee’s salary. 


There are several methods available 
for accomplishing split-dollar insur- 
ance. The employee who owns an 
insurance policy can assign the cash- 
surrender value to the employer as 
security for, or in payment of, the 
employer’s advances of its part of 
each premium. If the employer owns 
the policy, it can contract with its 
employee to permit him to designate 
the beneficiary of his share of the pro- 
ceeds. Provision may be made for 
disposition of the policy upon termi- 
nation of the employment relation- 
ship. Provision should be made to 
protect the other party in case one of 
the parties defaults in payment of 
premiums. If dividends on the policy 
are not used to reduce the employer’s 
share of the premium, or do not other- 
wise inure to the employer, the divi- 


“In some states statutory restrictions are 
imposed on loans to officers, directors and 
shareholders, and liabilities are imposed 
upon directors for approving loans not con- 
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dends might be taxed to the employee 
as income arising from the employer. 


Often, the split-dollar insurance 
arrangement can be_ synchronized 
with the employer’s pension or profit- 
sharing plan since the employee’s 
share of the insurance proceeds dimin- 
ishes with the passage of time as the 
cash-surrender value grows, while the 
employee’s interest in the pension or 
profit-sharing plan increases with the 
passage of time. If desired, term in- 
surance can be purchased by the em- 
ployee as part of the split-dollar plan 
in a face amount sufficient to compen- 
sate for the increasing share of the 
proceeds of the split-dollar insurance 
which will go to the employer to 
repay its contribution to the growing 
cash-surrender value. 


Problems Relating to Surtax 
on Accumulation of Earnings 


One note of caution should be 
sounded in any insurance arrange- 
ment. Care must be taken that the 
purchase of insurance is in further- 
ance of the employer’s business. Any 
inference from the investment of funds 
in insurance contracts that the em- 
ployer’s earnings were not needed in 
the business might give rise to asser- 
tion of the surtax on improper ac- 
cumulation of earnings under Section 
531 of the Code. There should be 
little problem with deductible pre- 
miums since they presumably are part 
of reasonable compensation, an ordi- 
nary and necessary business expense. 
However, nondeductible premiums ** 
do not carry this protective badge. 
The question may then become 
whether the investment of corporate 
funds in the particular insurance pol- 
icy is closely enough related to the 


forming to such restrictions. See, for ex- 
ample, Ohio Revised Code, Sec. 1701.95(A) 
(3) and (C) (1955). 

* See footnote 24. 
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employer’s business to constitute a 
reasonable need of the business.* 


ACCIDENT, HEALTH 
AND MEDICAL BENEFITS 


The statutory provisions exempting 
from income tax certain accident, 
health and medical benefits provide 
yet another means for the employer 
to supply tax-favored fringe benefits 
to its employees. These benefits are 
often deeply appreciated by the em- 
ployee and may generate good will in 
favor of the employer well in excess 
of their cost. And since the full cost 
of these benefits is generally deducti- 
ble by the employer, their actual net 
cost to the employer is considerably 
less than the amount of the benefit 
paid to the employee. — 


Taxability to Employee of Benefits 


Generally, amounts received by an 
individual under workmen’s compen- 
sation acts as compensation for personal 
injuries or sickness or as dam- 
ages ** received (whether by suit or 
agreement) on account of personal 
injuries or sickness are excludable 
from income.*® However, there must 
be eliminated from exempt income 
amounts attributable to but not in 





*® General Smelting Company, CCH Dec. 
14,222, 4 TC 313, 324 (1944), acq., 1945-1 
CB 3 (proper purpose: to recoup loss on 
loan to shareholder); Emeloid Company v. 
Commissioner, 51-1 ustc { 66,013, 189 F. 
2d 230 (CA-3) (proper business reasons: 
to reimburse employer for loss of key exe- 
cutive and to fund stock purchase agreement 
designed to provide for continuity of man- 
agement). 

* Payments from an insurance company 
received by or on behalf of an injured per- 
son are treated as excludable damages when 
made in exchange for release of claims 
against insured. Rev. Rul. 58-578, 1958-2 
CB 38. 

* 1954 Code Sec. 104(a). A similar ex- 
emption is also accorded to allowances for 
personal injuries or sickness resulting from 
active service in the armed forces of any 
country or in the Coast & Geodetic Survey 
or Public Health Service. 
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excess of deductions for medical ex- 
penses allowed in previous years 
under Section 213. 


A similar exemption is accorded to 
amounts received through accident or 
health insurance for personal injuries 
or sickness.** This includes amounts 
received under an accident or health 
plan for employees.*” 


Accident and health benefits fur- 
nished by the employer are generally 
excludable from the employee’s in- 
come, except to the extent attributable 
to allowed medical deductions in prior 
years and except for a limitation im- 
posed upon wages, or payments in 
lieu of wages, under a wage-continua- 
tion plan. Of course, they must be 
received for personal injuries or 
sickness. 


Thus, amounts received by an em- 
ployee from or on behalf of his employer 
for personal injuries or sickness are 
excluded from gross income, except 
to the extent attributable to allowed 
medical deductions in earlier years, if 


they are paid, directly or indirectly, 
to the taxpayer to reimburse him for 
expenses incurred by him for the 
medical care of himself, his spouse 
and his dependents.** Also, amounts 


* 1954 Code Sec. 104(a)(3). Under the 
1939 Code, the exemption was not further 
qualified, except to remove from the exemp- 
tion amounts attributable to medical ex- 
penses allowed as deductions in earlier years. 
Internal Revenue Code of 1939, Ch. 1, Sec. 
22(b)(5), 53 Stat. 10. For the contentious 
history of this exemption, and the back- 
ground for the substantial changes made in 
the 1954 Code, see Haynes v. U. S., 57-1 
ustc J 9536, 353 U. S. 81. 

* 1054 Code Sec. 105(e). As to what con- 
stitutes an accident or health plan, see foot- 
note 62. 

* 1954 Code Sec. 105(b). Payment may 
be made on behalf of the employee directly 
to the party supplying the medical care or 
to the spouse or dependents. To be ex- 
cludable under this section the amounts 
must be paid specifically to reimburse the 
employee for the specified medical expenses; 
amounts payable regardless of whether or 
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received by an employee from or on 
behalf of his employer for personal 
injuries or sickness are fully excluded 
from gross income to the extent that 
they are in payment for permanent 
loss or loss of use of a member or 
function of the body, or the perma- 
nent disfigurement of the taxpayer, 
his spouse or a dependent, provided 
the amount is computed with refer- 
ence to the nature of the injury with- 
out regard to the employee’s period 
of absence from work.*® 


If, however, the amounts are re- 
ceived under a wage continuation plan 
and are paid by the employer or are 
attributable to contributions by the 
employer which were not includable 
in the gross income of the employee, 
certain further limitations are imposed 
upon the exclusion from gross income.*® 
This exclusion is applicable only if 
the amounts are paid pursuant to a 
wage continuation plan. A wage con- 
tinuation plan is defined in the regula- 
tions as an accident or health plan “ 
“under which wages, or payments in 
lieu of wages, are paid to an employee 
for a period during which he is absent 
from work on account of a personal 
injury or sickness.” *? It includes an 


(Footnote 38 continued) 


not expenses for medical care are incurred 
would not be excludable under this par- 
ticular provision. Regs. Sec. 1.105-2 (1956). 
For the definition of medical care, see 1954 
Code Sec. 213(e) and the regulations there- 
under. 

* 1954 Code Sec. 105(c). 1954 Code Sec. 
152 defines “dependent” for this purpose. 

1954 Code Sec. 105(d). For the em- 
ployer'’s withholding requirements as to such 
amounts, see Regs. Sec. 31.3401(a)1(b)(8) 
(1957). 

“ Regs. Sec. 1.105-5 (1956). 

“Regs. Sec. 1.105-4(a)(2)(i) (1956). 

“Rev. Rul. 58-90, 1958-1 CB 88. Here 
the Commissioner noted that the key em- 
ployee was not a shareholder of the employer 
which paid the premium. 

“ Rev. Rul. 58-90, cited at footnote 43. Regs. 
Sec. 1.105-5 (1956). See also Kuhn v. U. S., 
58-2 ustc 79798, 258 F. 2d 840 (CA-3), 
where the court rejected the contention, un- 
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individual health insurance policy 
covering a single employee where the 
employer pays the premium to the 
extent that benefits are paid for loss 
of income.* It would seem that a 
wage continuation plan may be lim- 
ited to one employee and that it may 
provide for different benefits for dif- 
ferent employees or classes of em- 
ployees.** 


The duration of the payments may 
be limited or unlimited if it does not 
exceed the period of absence on ac- 
count of personal injuries or sick- 
ness.**° The plan may provide for 
payments to employees absent for 
other reasons. However, whether or 
not payment under the plan is limited 
to absence on account of injury or 
sickness, the exclusion does not apply 
to amounts paid where the employee’s 
absence is not in fact due to a per- 
sonal injury or sickness.“ 


Since the exclusion applies only to 
amounts attributable to periods when 
the employee would otherwise be at 
work, it does not apply to amounts 
paid when the employee is not ex- 
pected to work because he has reached 
retirement age *’ or because he is on 


der the Internal Revenue Code of 1939, that 
payments were not received through health 
insurance because they were made under an 
individual contract with an executive rather 
than under an established plan for employees 


generally. 
“” Regs. Sec. 1.105-4(a)(2)(i) (1956). 


“Regs. Sec. 1.105-4(a)(2) (ii) (1956). 
Thus, payments made under a plan to an em- 
ployee absent from work either because legally 
confined under quarantine or because he 
must care for a sick member of his family 
are not excludable. Rev. Rul. 55-283, 1955-1 
CB 17. 

* Regs. Sec. 1.105-4(a)(3) (i) (1956). Ex- 
clusion applies to disability pension under 
plan before but not after retirement age is 
reached. Retirement age generally is the 
lowest age at which the employee, if not 
disabled, could retire without the employer’s 
consent and with full retirement benefits. 
Rev. Rul. 57-76, 1957-1 CB 66; Rev. Rul. 
58-544, 1958-2 CB 43. But see Kuhn v. U. S., 

(Continued on following page) 
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vacation,*® or to commissions earned 
before the employee was absent on 
account of sickness.*® 


If the employee performs any serv- 
ices for the employer at his usual 
place of employment, or substantial 
services anywhere, he is not consid- 
ered absent from work. However, 
occasional short conferences at home 
or hospital are recognized as not con- 
stituting a return to work.” 


Unless the employee is hospitalized 
for at least one day during his sick- 
ness, the exclusion does not apply to 
amounts attributable to the first seven 
calendar days of each period of ab- 
sence. Any breach in the period of 
absence from work, even though the 
return to work lasts for less than a 
day, starts a new period for purposes 
of this limitation ™ unless the later 
absences are directly due to a personal 
injury.” Any absence from work 
due to sickness after the start of the 
working day qualifies that day as the 
first calendar day of absence from 
work. The seven-day period does 
not commence until the first working 
day that the employee is absent from 
work on account of sickness, but once 
the period of absence has commenced, 
it expires after seven consecutive days, 
whether or not they are working days.™* 


(Footnote 47 continued) 

cited at footnote 44, upholding exclusion of 
amounts paid during apparent retirement 
for permanent disability. If benefits are 
payable under plan for early retirement re- 
gardless of disability although employee is 
in fact retired because of disability, benefits 
are not excludable. Rey. Rul. 59-158, 1959-1 
CB 34. 

* Regs. Sec. 1.105-4(a) (3) (ii) (1956). The 
exclusion is inapplicable where the employee 
takes sick while voluntarily performing work 
during his paid vacation. Edward I, Wein- 
roth, CCH Dec. 23,796, 33:TC —, No. 7 
(1959). 

“ Rev. Rul. 58-462, 1958-2 CB 41. How- 
ever, the exclusion applies to commissions 
received by an employee from sales made to 
his customers while absent due to illness. 

* Regs. Sec. 1.105-4(a)(5) (1956). An 
employee receiving an otherwise excludable 
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Inflation acts like a special 

tax which hits hardest widows 
and orphans, retired persons, and 
working people with fixed 
incomes.—Styles Bridges. 


The term “personal injury” means 
“an externally caused sudden hurt or 
damage to the body brought about by 
an identifiable event.” “Sickness” is 
“mental illnesses and all bodily in- 
firmities and disorders other than 
‘personal injuries’.”*> An employee 


is hospitalized only if he is admitted 
and confined in a hospital as a bed 
patient for at least one hospital day.*® 


There is no limitation on the exclu- 
sion from income of amounts received - 
through accident or health insurance 
or plans, including wage continuation 
plans, to the extent that such amounts 
are neither attributable to employer 
contributions excludable from the em- 
ployee’s income nor paid by the 
employer. However, to the extent 
that amounts received through acci- 
dent or health insurance or plans, in- 
cluding wage continuation plans, are 
attributable to or paid by the em- 
ployer and exceed the weekly rate of 
$100, they are not excludable from 
income.*’ This requires what may be 


disability pension may be gainfully employed 
by another employer or be self-employed 
without losing the exclusion. However, such 
other employment may be evidence that the 
employee is not absent from work due to 
personal injury or sickness. Rev. Rul. 57-178, 
1957-1 CB 71. 

™ Regs. Sec. 1.105-4(c)(1) (1956). 

* Rev. Rul. 58-163, 1958-1 CB 50. 

* Regs. Sec. 1.105-4(c)(3) (1956); Rev. 
Rul. 58-371, 1958-2 CB 39. 

* Compare Regs. Sec. 1.105-4(c) (3) (1956) 
with Sec. 1.105-4(c) (1), Example (1) (1956). 

* Regs. Sec. 1.105-4(c)(2) (1956). Dis- 
eases are not personal injuries. 

® Regs. Sec. 1.105-4(c)(5) (1956). He is 
not hospitalized by entry as an in-and-out 
patient, or if he enters the out-patient or 
emergency ward. 

* Regs. Sec. 1.105-4(d) (1956). 
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a rather involved determination of the 
employee’s weekly rate under the 
plan. 


Where an individual purchases and 
pays the premium on an accident and 
health insurance policy, the proceeds 
or benefits paid under that policy are 
received by him free of. income tax 
except to the extent attributable to 
medical deductions allowed in earlier 
years.*® Likewise the same exclusion 
applies to proceeds from similar funds 
maintained exclusively by employee 
contributions.” It should be noted 
that the exclusion is inapplicable 
where the policy is transferred for 
value, such as an assignment to secure 
payment of an indebtedness owing to 
the insured’s employer. The proceeds 
are simply treated as a return on the 
transferee’s investment, taxable to the 
recipient to the extent that they ex- 
ceed the investment.™ 


Since amounts received under an 
accident or health plan for employees 
are treated as received through acci- 


dent or health insurance, it becomes 
important to determine what consti- 
tutes such a plan. It is “an arrange- 
ment for the payment of amounts to 
employees in the event of personal in- 
juries or sickness.” ® A plan may 
cover one or more employees; there 
may be different plans for different 


*See Regs. Sec. 1.105-4(d) (1956) and 
examples thereunder. See, also, Treasury 
Department Form 2440, “Statement to Sup- 
port Exclusion of Sick Pay.” 

” Regs. Sec. 1.104-1(d) (1956). As to 
what constitutes health insurance, see Haynes 
v. U. S., cited at footnote 36, and compare 
Drayton Fieard, CCH Dec. 23,139, 30 TC 
1093, 1095-1096, rev’d on this point, 59-2 ustc 
1 9627, 269 F. 2d 911 (CA-3). It includes 
hospitalization insurance (Rev. Rul. 56-400, 
1956-2 CB 116) and income replacement 
insurance (Rev. Rul. 58-90, 1958-1 CB 88). 
However, it does not include insurance which 
reimburses the insured’s business overhead 
expenses during his disability from injury 
or sickness, the proceeds of which must be 
included in income. Rev. Rul. 55-264, 1955-1 
CB 11. 
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employees or classes of employees. 
It may be insured or not. It need 
not be in writing, and employees need 
not have enforceable rights. But if 
rights are not enforceable, an amount 
will not be treated as received under 
a plan unless when the employee be- 
came sick or injured, the employee 
was covered by a plan providing for 
payment of amounts to the employee 
in the event of personal injuries or 
sickness and notice of such plan was 
reasonably available to the employee. 
A program, policy or custom having 
the effect of a plan will be treated 
as a plan.™ 


Taxability to Employee 
of Contributions 


Contributions by the employer to 
accident or health plans for compen- 
sation to its employees for personal 
injuries or sickness incurred by them, 
their spouses or their dependents, 
through insurance or otherwise, are 
excludable from the employees’ gross 
income. The regulations limit this 
exclusion to that portion of the con- 
tribution attributable to accident and 
health benefits.°° However, in Heard 
v. Commissioner,®® which the Commis- 
sioner has announced that he will not 
follow,® the court held that the tax- 
payer could deduct as an expense for 
medical care (which by statute in- 


® Regs. Sec. 1.104-1(d) (1956). If the em- 
ployer and employee both contribute to the 
fund, or to purchase of health insurance, 
allocation must be made (Regs. Sec. 1.105-1 
(c) (1956)) and the amount attributable to 
the employer’s contribution must be sepa- 
rately treated and subjected to a more lim- 
ited exclusion. 

* Peoples Finance & Thrift Company, CCH 
Dec. 17,036, 12 TC 1052 (1949), aff'd, per 
curiam, 50-2 ustc § 9479, 184 F. 2d 836 
(CA-5). 

* Regs. Sec. 1.105-5 (1956). 

* Regs. Sec. 1.105-5 (1956); Kuhn v. U. S., 
cited at footnote 44. 

* Regs. Sec. 1.105-5 (1956). 

* Regs. Sec. 1.106-1 (1956). 

* Cited at footnote 59. 

* Rev. Rul. 59-393, I. R. B. 1959-50, 52. 
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cluded “amounts paid for accident or 
health insurance’) the full amount of 
premiums paid for accident and health 
insurance policies. The policies pro- 
vided specific payments for accidental 
loss of life, limb or sight, for total or 
partial disability from accidental in- 
jury, for sickness resulting in total 
disability, for confinement to a hos- 
pital because of injury or sickness, 
and for reimbursement of certain med- 
ical expenses resulting from nondis- 
abling accidents. The Commissioner 
had denied deduction of the premiums 
in their entirety, and the Tax Court 
had held that the small portion of the 
premiums attributable to the medical 
reimbursement provisions was de- 
ductible as a medical expense but 
disallowed the balance. 


The exclusion from the employee’s 
income provided in Section 106 for 
contributions by his employer to acci- 
dent or health plans extends to the 
purchase of insurance for compensa- 
tion to the employee for personal in- 
juries or sickness.®* This includes the 
premium on an individual insurance 
policy replacing a key employee’s 
income during disability or sickness, 
at least where the employee is not a 
shareholder.®* Of course, the benefits 
are excludable only to the extent that 
they do not exceed the weekly rate 


of $100. 


The exclusion from income pro- 
vided in Section 106 for contributions 
to accident or health plans is limited 
to premiums paid for health or acci- 
dent insurance covering employees. 
Thus if the insured is not an employee 
of the employer which pays the insur- 
ance premiums, the insured must in- 
clude the premiums in his gross 
income.”°: This does not, however, 
affect the deductibility of the pre- 
miums by the payor if the total amounts 
paid to the insured by the payor, in- 

* 1954 Code Sec. 106. 

” Rev. Rul. 58-90, 1958-1 CB 88. 
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cluding the premiums, are reasonable 
remuneration for services actually 
rendered. 


Deductibility of Contribution 
or Benefit by Employer 


It would seem that the employer’s 
contribution or payment of premiums 
would generally be deductible. Of 
course, it must qualify as a business 
expense. The Commissioner believes 
that the employer’s contribution to- 
gether with the employee’s other re- 
muneration must qualify as reasonable 
compensation, that the premium must 
be paid in consideration of personal 
services actually rendered by the em- 
ployee, and that the employer cannot 
be a beneficiary of the policy.” 


DISCOUNTS, REIMBURSEMENT OF 
MOVING EXPENSES AND 
OTHER BENEFITS 


There are a number of other fringe 
benefits which the employer may de- 
duct but which are not taxable to the 
employee. While some of these may 
be small in terms of dollars, the 
cumulative benefit to the employer 
from the good will engendered and 
to the employees from combining 
several of them can be substantial. 


Discounts 


One of the more common fringe 
benefits in this area is obtained by 
furnishing property or the use of 
property either at a discount or with- 
out cost to the employee. Generally 
the transfer of property by an em- 
ployer to an employee for an amount 
less than its fair market value results 
in taxable compensation to the extent 
that the fair market value of the prop- 
erty at the time of transfer exceeds 
the amount paid by the employee for 


” Rev. Rul. 56-400, 1956-2 CB 116. 
™ Rev. Rul. 58-90, 1958-1 CB 88. 
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the property.”* However, courtesy 
discounts may not be income to the 
employee.” 


Another area where tax-free bene- 
fits have been made available to em- 
ployees is in connection with bargain 
or free rental of property to a corpo- 
rate employer’s employees. The Court 
of Appeals for the Fifth Circuit has 
held that the occupancy of a residence 
by the sole shareholders of a corpora- 
tion at a bargain rental did not give 
rise to income to the shareholders. In 
Peacock v. Commissioner™ the court 
stated, at page 162: 


“It has been held by this Court that 
where the owners of the stock of a 
corporation occupy a residence owned 
by it and there is no evidence that the 
rental value was to be received as 
compensation for services, such rental 
value is a gift from the corporation to 
the stockholders and is not to be 
treated as taxable income. Richards 
uv. Commissioner, 5 Cir., 1940, 111 F. 2d 
376. We are not persuaded that we 
should depart from this precedent. 
Following it, we decide that the con- 
trary determination by the Tax Court 
is erroneous.” 


A contrary result has been reached 
in the Third Circuit. In Dean v. Com- 


™ Regs. Sec. 1.61-2(d)(2) (1957). There 
may be an exception where the property is 
acquired under an option granted by the 
employer. See Vesely, “Compensation Ar- 
rangements in Small Corporations,” 29 Cin- 
cinnatt Law Review 52 (1960); Bromberg, 
“Opportunities Open Up for Tax Planning 
Under New Regs on Non-statutory Stock 
Options,” 12 Journal of Taxation 279 (1960); 
Pomeroy, “Nonrestricted Stock Options and 
the New Regulations,” 38 Taxes 387 (1960). 

"Your Federal Income Tax (1959 ed.), 
p. 27. To be excluded, discount must be of 
relatively small value, offered to employees 
generally, and noncompensatory because 
offered “merely as a means of promoting 
your health, goodwill, contentment, or ef- 
ficiency.” Presumably, a courtesy discount 
would be a reduction in price not below 
cost to the employer. The theory under- 
lying the exclusion of benefits obtained 
through courtesy discounts is that the 





Fringe Benefits 


missioner ™ the court held that the 
fair rental value of a residence occu- 
pied by the sole shareholders of the 
corporation was taxable as income to 
its officer-shareholders. 


There is little question that the 
Commissioner will continue to assert 
that the shareholder-employee realizes 
income from a bargain rental either 
on the theory of additional compensa- 
tion or as a distribution of earnings.” 
However, there is a specific statutory 
exception where lodging is furnished 
by and for the convenience of the em- 
ployer. If the employee is required to 
accept the lodging on the employer’s 
business premises as a condition of 
his employment, the value of such 
lodging may be excluded by the em- 
ployee from his income.” This limited 
exclusion of the rental value of living 
quarters furnished to the employee is 
applicable even though the rental 
value was considered a part of the em- 
ployee’s compensation and was deducted 
from his salary by the employer.” 


Presumably, the costs and expenses 
incurred by the employer in con- 
nection with the property furnished 
to the employee at a bargain price of 
rental would be deductible to the ex- 
tent that they are covered by the 





amount escaping taxation is small and it 
would be extremely difficult as a practical 
matter to collect tax from this source, The 
Commissioner takes the position that com- 
missions received by an insurance agent on 
insurance written by him on his own life 


are taxable income to the agent. See Sol 
Minzer, CCH Dec. 23,493, 31 TC 1130 
(1959), appeal pending before the Fifth Cir- 
cuit Court of Appeals. 

“58-2 ustc § 9603, 256 F. 2d 160 (CA-5). 

*® 51-1 ustc § 9237, 187 F. 2d 1019 (CA-3). 
Accord, Chandler v. Commissioner, 41-1 ustc 
{ 9394, 119 F. 2d 623 (CA-3). 

* Rev. Rul. 58-1, 1958-1 CB 173; Regs. 
Sec. 1.61-2(d)(3) (1957). 

* 1954 Code Sec. 119. 

* Rev. Rul. 59-307, I. R. B. 1959-38, 8. 
But the exclusion does not extend to the 
value of meals and lodging furnished to the 
employee’s family. Rev. Rul. 59-409, I. R. B. 
1959-52, 16. 
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amount paid to the employer by the 
employee. If the employer’s costs 
and expenses exceed the amount paid 
by the employee, the excess should 
be deductible provided the excess of 
such costs and expenses together with 
other compensation paid to the em- 
ployee are reasonable in amount and 
are paid as compensation for personal 
services actually rendered.” If the 


amount of the bargain is treated as a 
dividend distribution or as unreason- 
able compensation, the costs and ex- 
penses connected with the property 
are probably not deductible by the 
employer to the extent that they are 
not paid by the employee. 


Moving Expenses 

A more common type of fringe bene- 
fit relates to moving expenses. Gen- 
erally, the employer’s payment, either 
in advance or by way of reimburse- 
ment, of a new employee’s expenses 
of moving to accept new employment 
must be included in the employee’s 
gross income, and the expenses are 
considered to be nondeductible per- 
sonal living expenses.*° 

The rule is different where the em- 
ployer advances or reimburses the 
moving expenses to a present em- 
ployee where the move is for the con- 
venience of the employer. Allowances or 
reimbursements from the employer to an 
employee for moving himself, his im- 
mediate family, household goods and 
personal effects—where the transfer 
is made in the employer’s interest— 
from one official station to another 
for permanent duty are not taxable 
to the employee. However, any ex- 
cess of the allowance or reimburse- 
ment over the expenses actually in- 





*® Regs. Sec. 1.162-7 (1958). For withhold- 
ing requirements, see Regs. Sec. 31.3401 (a)-1 
(b)(10) (1957). See, however, /nternational 
Trading Company v. Commissioner, 60-1 usTc 
{ 9335, 275 F. 2d 578 (CA-7). 

® Rev. Rul. 55-140, 1955-1 CB 317; U. S. 
v. Woodall, 58-2 ustc § 9547, 255 F. 2d 370 
(CA-10), cert. den., 358 U. S. 824 (1958). 
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curred is taxable to the employee; if 
there is an excess of expenses over the 
amount allowed or reimbursed, such 
excess is not deductible.** If the trans- 
fer is made primarily for the employee’s 
benefit, the allowance or reimburse- 
ment must be included in his income 
in full. 


The expenses incurred by an em- 
ployee and his family while awaiting 
permanent quarters at his new post 
of duty are not deductible, and allow- 
ances or reimbursements for such ex- 
penses must be included in gross income. 
This is true whether or not the move 
is made for the employer’s conveni- 
ence and applies equally to existing 
and new employees.** 


An interesting extension of the rule 
permitting an employee to exclude 
amounts paid by his employer in re- 
imbursement of moving expenses in- 
curred for the convenience of the 
employer has been made where the 
employer reimburses the employee 
for the loss incurred by the employee 
in selling his home in order to move 
closer to his place of duty at the ex- 
press direction of the employer. Thus, 
in Otto S. Schairer,®® the court per- 
mitted the taxpayer-employee to ex- 
clude some $14,000 paid by his employer 
to reimburse him for loss on the sale 
of his home. Interestingly, the agree- 
ment was to reimburse the difference 
between the net proceeds from the 
sale and the cost of the home and 
improvements less two per cent de- 
preciation for each year the employee 
owned the house. It had been agreed 
between the litigants that the reim- 
bursement was not a gift. The court, 
finding that the reimbursement was 





For withholding requirements, see Rev. Rul. 
59-236, I. R. B, 1959-28, 14. 

"Rev. Rul. 54-429, 1954-2 CB 53; H. 
Willis Nichols, Jr., CCH Dec. 17,307, 13 TC 
916 (1949). 

* Rev. Rul. 54-429, 1954-2 CB 53. 

* CCH Dec. 16,034, 9 TC 549 (1947). 
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never intended as compensation, treated 
it as “part of the amount realized” 
from the sale within the terms of the 
predecessor to Section 1001 of the 
1954 Code. Since the reimbursement 
represented the recoupment of a loss, 
and since the loss was not deductible 
for tax purposes, the court concluded 
that the reimbursement did not give 
rise to recognizable gain. It appears 
to have relied strongly on the fact 
that the move was directed by the 
employer, and hence that the reim- 
bursement could not have been com- 
pensatory in nature. There is no 
indication that the Commissioner will 
follow this decision. 


Somewhat akin to the situation 
where the employer reimburses the 
employee on the loss from the sale of 
his home is the situation where the 
employer makes payment to the em- 
ployee to assist him in buying his 
home in a new location. Such pay- 
ments have been held to be taxable 


compensation to the employee even 
where the move is made at the em- 
ployer’s request.™ 


Meals, Recreational Facilities 
and Other Benefits 


There are numerous other benefits 
which a corporate employer may fur- 
nish to its employees with the advan- 
tage of a deduction to it and nontaxable 
status to the employee. Thus it is 
unlikely that the employer would be 
denied a deduction for the cost of a 
company cafeteria or dining room and 
the employee would probably not 
have taxable income, at least where 
these benefits are made available to 
employees or executive employees 
generally and are for the employer’s 


™ Jesse. S. Rinehart, CCH Dec. 19,070, 18 
TC 672 (1952). 

See Regs. Sec. 1.61-2(d)(3) (1957). 

* 1954 Code Sec. 119; Regs. Secs. 1.119-1 
(a) (1956), 1.61-2(d)(3) (1957). 

* ©. D. 514, 2 CB 90 (1920); Saunders v. 
Commissioner, 54-2 ustc § 9589, 215 F. 2d 


Fringe Benefits 


convenience.** By express statutory 
provision, meals furnished for the 
employer’s convenience on the em- 
ployer’s premises are not taxable to 
the employee.*® Likewise, supper 
money furnished by the employer to 
the employee who voluntarily per- 
forms extra labor for the employer 
after business hours is not taxable 
to the employee. Such amounts are 
considered as being for the conven- 
ience of the employer and, for that 
reason, are not taxable income to the 
employee.** 


Recreational facilities made avail- 
able generally to employees would 
probably not be taxable to the em- 
ployees, and the employer could prob- 
ably deduct the expenses and costs of 
supplying such facilities. 


However, the Commissioner has 
ruled that payment by the employer of 
the cost of reconditioning and restoring 
the health of an employee is taxable in- 
come to the employee and deductible 
by the employer, if such cost, together 
with the employee’s other compen- 
sation, is reasonable.** 


An employer can probably make 
interest-free loans to employees with- 
out adverse tax consequences. How- 
ever, caution should be noted in 
connection with the surtax on im- 
proper accumulation of earnings. 
Moreover, if the employee is a share- 
holder, the amount of the loan might 
be treated as a taxable distribution of 
earnings. 


There are also restrictions and limi- 
tations in Ohio and some other states 
on loans to officers, directors and 
shareholders. 


768 (CA-3). Compare Melvin W. Fogle, 
CCH Dec. 23,839(M), 18 TCM 1032 (1959). 

* Rev. Rul. 57-130, 1957-1 CB 108. In 
Rev. Rul. 131, 1953-2 CB 112, payments to 
employees based upon need during a local 
disaster following a tornado were ruled to 
be nontaxable. 
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DEATH BENEFITS 


Few subjects in the income tax and 
estate tax fields have generated more 
contention and litigation than the tax 
status of voluntary payments by an 
employer to the beneficiaries of a 
deceased employee. The subject is 
particularly current because the In- 
ternal Revenue Code of 1954 appears 
to have contributed substantially to 
the uncertainty which lies beneath 
the contention in this area. Signifi- 
cantly, the Commissioner and the tax- 
payer each feel that the 1954 Code 
supports his position. 

Death benefits may be defined as 
amounts paid to the beneficiaries or 
estate of an employee (or former em- 
ployee), by or on behalf of an em- 
ployer by reason of the death of the 
employee.*® Payment may be either 
in installments or in a lump sum and 
may be made either to the estate or 
to the beneficiaries of the employee. 

If the definition of death benefits 
is given substance and meaning in the 
variety of situations which a virtually 
limitless group of employers and em- 
ployees can generate and these situ- 
ations, in turn, are examined in the 
light of the terms of the Internal 
Revenue Code, the problem comes 
sharply into focus. The problem is 
the income tax status of the payments 
to the employee’s beneficiary or estate, 
as the case may be. Are the pay- 
ments entirely tax-free as gifts? Or 
are they only partially tax-free as 
employee death benefits? However, 
this may be only a threshold problem 


® See Regs. Sec. 1.101-2(a)(1) (1957). 

"1954 Code Sec. 102. 

™ 1954 Code Sec. 101(b). We are not con- 
cerned here with amounts received under a 
life insurance contract by reason of the in- 
sured’s death, which are generally exempt 
from income tax. 1954 Code Sec. 101(a); 
Regs. Sec. 1.101-2(b) (1957). 

"The same is probably true where pay- 
ment is under an established plan. Simpson 
v. U. S., 58-2 ustc 9923, 261 F. 2d 479 
(CA-7), cert. den., 359 U. S. 944 (1959). 
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for the tax-deduction status to the 
employer of the payments may depend 
upon the tax treatment accorded to 
the recipient of the payments. More- 
over, there may be uncertainty as to 
how the payments should be treated 
for estate tax purposes. 


Taxability of Benefits 


The problem of the income tax 
status of the benefits to the recipient 
arises in part from the fact that gifts 
are excluded entirely from gross in- 
come * while employee death benefits 
are separately treated in the statute 
and accorded a partial exclusion from 
gross income.*' Thus, if death pay- 
ments either from different sources 
or in excess of the $5,000 exclusion 
per employee are made by an em- 
ployer, it becomes important to deter- 
mine whether each payment is a 
nontaxable gift or a death benefit sub- 
ject to a limited exclusion from income. 

There are two basic types of death 
benefits for income tax purposes— 
those paid under a contract or estab- 


lished plan of the employer and those 
paid apart from contract or plan. 


It is clear that death benefits paid 
under a contract or established plan 
are exempt from income tax, subject 
to certain exceptions, up to $5,000 for 
each employee. The excess is taxable 
income to the beneficiary, at least 
where the benefits are paid under 
contract.*2 The 1954 Code has re- 
moved the requirement, present in the 
1939 Code, that the benefits be paid 
under contract.” However, to be 


Compare U. S. v. Allinger, 60-1 ustc { 9312, 
275 F. 2d 421 (CA-6). 

* 1939 Code Sec. 22(b)(1), 53 Stat. 10, as 
amended, Ch. 521, Sec. 302, 65 Stat. 452 
(1951), exempted from income tax amounts 
received “(B) under a contract of an em- 
ployer providing for the payment of such 
amounts to the beneficiaries of an employee, 
paid by reason of the death of the em- 
ployee.” For the purpose of this amendment 
see S. Rept. 781, 82d Cong. Ist Sess., (1951), 
p. 50; 1951-2 CB 458, 493. The 1954 Code, 
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exempt the benefits must be paid by 
or on behalf of the employer and by 
reason of the employee’s death. 


The statutory exceptions to the $5,000 
exclusion relate to certain amounts 
to which the employee possessed at 
his death nonforfeitable rights and to 
amounts received under certain joint 
and survivor’s annuity contracts. 


The second basic type of benefits— 
those paid apart from a contract or an 
established plan—pose the more diffi- 
cult question. There can be no doubt 
that at the very least they qualify for 
the $5,000 exclusion if they meet the 
statutory tests. In fact, the regula- 
tions provide that the exclusion ap- 
plies to the payment “whether or not 
it is made pursuant to a contractual 
obligation of the employer.” * How- 
ever, it may well be argued that pay- 
ments made by an employer apart 
from a contract or an established plan 
are gifts and as such are exempt in 
full from the income tax under Sec- 
tion 102(a). 


To the contrary, argues the Com- 
missioner, the express language of the 
section dealing with employees’ death 
benefits covers the payments; hence, 
the more general terms of the section 
exempting gifts must give way and 
do not apply, and the exemption or 
exclusion is limited to $5,000 for each 
employee. So it was argued in Reed 
v. U. S® This appears to be the 
first case involving employee death 
benefits to be decided under the 1954 
Code. Here, District Judge Shel- 
bourne ruled that the payment by the 
corporate employer to its late presi- 
(Footnote 93 continued) 
unlike the 1939 Code, expressly provides 
that payment may be made to the employee’s 
estate. This is not a change of substance 
since the Commissioner recognized that 


payments to the employee’s estate were 
eligible for the exclusion under the 1939 
Code. Regs. 118, Sec. 39.22(b)(1)-2. 

™ Regs. Sec. 1.101-2(a)(1) (1957). Volun- 
tary payments may qualify as income in 
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dent’s widow of one year’s salary (an 
amount exceeding $5,000) was a gift 
entirely exempt from income tax 
under Section 102(a) of the 1954 Code. 
In reaching its conclusion, the district 
court disposed of the Commissioner’s 
contention, at page 209: 

“Section 102(a) of the Internal Rev- 
enue Code of 1954 contains the pro- 
vision (as did the comparable section, 
22(b) (3), of the 1939 Code . . .) that 
gross income does not include amounts 
received as gifts; and the meaning of 
that provision is not changed by the 
provisions of section 101(b) of the 
1954 Code. It is clear that the pur- 
pose of the latter section of the 1954 
Code is to eliminate the requirement 
(contained in the comparable section, 
22(b) (1), of the 1939 Code) that cer- 
tain employee death benefits must be 
paid pursuant to a contractual obliga- 
tion in order for such benefits to 
qualify for a $5,000 exclusion from 
gross income.” 

The Commissioner finds support for 
his position in dicta in two other 
cases, both of which arose under the 
1939 Code. In reaching the same 
conclusions on similar facts where the 
1939:Code was applicable, the courts 
in these two cases concluded that the 
problem had been resolved by the 
1954 Code, and that amounts in excess 
of the $5,000 exclusion are taxable in 
full even though they are voluntarily 
paid entirely apart from contract or plan. 


Thus, Chief Judge Sobeloff of the 
Fourth Circuit Court of Appeals ex- 
presses his confidence that the prob- 
lem which in fact arose in the Reed 
case would not arise, in these words: 


respect of a decedent. Estate of Edgar V. 
O’Daniel, CCH Dec. 16,343, 10 TC 631 
(1948), acq., 1948-2 CB 3, aff'd, 49-1 ustc 
{ 9235, 173 F. 2d 966 (CA-2). See Regs. 
Sec. 1.691(a)-1(d) (1957). 

* 59-1 ustc 9264, 177 F. Supp. 205 (DC 
Ky.), aff'd, per curiam, 60-1 ustc { 9349, 272 
F. 2d 943 (CA-6). 

* Bounds v. U. S., 59-1 ustc J 9159, 262 F. 
2d 876 (1958), note 2. 
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“While this controversy arises under 
the Internal Revenue Code of 1939, the 
law has now been amended, and 
the problem with which we are here 
concerned cannot arise in the future. 
The new law rejects the tests which 
have been found unsatisfactory in 
practice and unequivocally makes 
nontaxable payments to the employee’s 
estate or family, made by reason of 
his death; but it imposes a $5,000 
limitation.” 


Likewise, the court in Rodner v. 
U. S.,* in deciding that certain death 
benefits were nontaxable gifts under 
the 1939 Code, concluded by way of 
dictum: that under the 1954 Code the 
general exemption for gifts “is con- 
trolled by the particular language of 
section 101(b),” and that: 


“Gifts in general are exempt but 
gifts in the form of death benefits are 
taxable insofar as they exceed $5,000. 


“{4] That does not seem to have 
been the view of the Senate Commit- 
tee on Finance of a subsequent con- 
gress, however. In the Report referred 
to, p. 14, the Committee deals with 
this very change and says “The exclu- 
sion is . . . made available regardless 
of whether the employer has a con- 
tractual obligation to pay the death 
benefits.’ That language is certainly 
that of some one who thinks that the 
new provision extends a boon instead 
of a burden to the recipients of gratu- 
itous death benefits. With the utmost 
respect, I believe that the Committee’s 
view of the prior law was a misinter- 
pretation. I am not required to 
accept the interpretation of the Senate 
Committee and I adhere to my view 


that gratuitous death benefits were 
wholly exempt until the effective date 
of the Revenue Code of 1954.” * 


Totally apart from the merits of 
this problem, it seems that neither the 
Commissioner nor the taxpayer can 
properly find substantial support for 
his contention either in the changes 
actually made in the 1954 Code or in 
the underlying committee reports. 
This conclusion requires an under- 
standing of the development of both 
the administrative practice and the 
case law up to the time of enactment 
of the 1954 Code. 


From at least as early as 1914 and 
apparently consistently until 1950, the 
Commissioner had taken the position 
that the voluntary payment of a de- 
ceased officer’s salary to his widow 
for a limited period was a nontaxable 
gift to the widow.*® Then, in 1950, 
the Commissioner reversed his posi- 
tion. In I. T. 4027,%° he ruled that, 
as to payments to widows received 
after 1950: 


“It is the position of the Bureau 
that irrespective of a ‘plan,’ voluntary 
or involuntary, definite or indefinite, 
payments of the type herein consid- 
ered constitute taxable income, and it 
is held that payments made by an em- 
ployer to the widow of a deceased 
officer or employee, in consideration 
of services rendered by the officer or 
employee, are includible in the gross 
income of the widow for Federal in- 
come tax purposes.” 


There then followed a series of cases 
holding that voluntary payments to 
widows were gifts not subject to the 
income tax.*** However, only two or 





"57-1 ustc J 9392, 149 F. Supp. 233 (DC 
N. Y.). 

* 149 F. Supp., at p. 237. 

”See I. T. 4027, 1950-2 CB 9, at p. 11; 
O. D. 1017, 5 CB 101 (1921); I. T. 3329, 
1939-2 CB 153. 

7 1950-2 CB, at pp. 10-11. 

™ See, for example, Louise K. Aprill, CCH 
Dec. 17,275, 13 TC 707 (1949), acq., 1950-2 
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CB 1, nonacq., 1957-2 CB 8; Florence S. 
Luntz, CCH Dec. 22,801, 29 TC 647 (1958). 
Compare, Simpson v. U. S., cited at footnote 
92, where the court held death benefits 
paid under a moral obligation to be taxable 
to the widow. See also Boegardus v. Commis- 
stoner, 37-2 ustc J 9534, 302 U. S. 34. 
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| wonder whether we, as lawyers, 

may not be going through a. . . period 
of self-satisfaction and complacency. 
Are we in a position to concentrate 

on our practices, secure in the 
thought that the independence of our 
profession will be maintained ?— 
Dudley B. Bonsal, president, City of 
New York Bar Association. 


three of the flood cases which now 
cover this area had then been decided, 
and there is no evidence that in enact- 
ing the 1954 Code Congress was 
focusing its attention upon payments 
made by an employer to an employee’s 
beneficiary entirely apart from con- 
tract or established plan. 


The statutory exclusion for em- 
ployees’ death benefits was first added 
to the Code in 1951. It was added to 
correct the hardship resulting from 
the fact that while amounts received 
under a life insurance contract paid 
by reason of the insured’s death were 
fully excludable from gross income, 
“the exclusion does not extend to 


death benefits paid by an employer by 
reason of the death of an employee.” *°? 
However, it was limited to payments 
made in accordance with a pre-existing 
contract, and the limitation to $5,000 
was to “prevent abuses under this 
new provision.” 


The committee reports on the 1954 
Code disclose that changes were being 
made in existing law. Thus the 
House Committee on Ways and Means 
notes that: 


“Present law provides a special ex- 
clusion of up to $5,000 for payments 
by an employer to beneficiaries of a 
deceased employee. Under existing 
law, however, this exclusion is avail- 
able only where the employer is under 
a contractual obligation to pay the 


* Report cited at footnote 93. 

HH. Rept. 1337, 83d Cong., 
(1952), p. 14. 

™S. Rept. 1622, 83d Cong., 
(1952), p. 14. See, also, p. 180: 


2d Sess. 


2d_ Sess. 
“The re- 
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death benefit. Restricting the 
exemption to benefits paid under a 
contract discriminates against those 
who receive benefits where the con- 
tractual obligation does not exist. To 
avoid this problem your committee’s 
bill extends this exclusion to death 
benefits whether or not paid under a 
qutfactii«cs ™ 


And the Senate Finance Committee 
states: “The exclusion is also made 
available regardless of whether the 
employer has a contractual obligation 
to pay the death benefits.” ** 


Moreover, the revision in the 1954 
Code dealing with employee death 
benefits must be viewed in the light 
of the statutory provision and appli- 
cable regulations under the 1939 Code. 
As we have seen, the statutory exclu- 
sion then extended only to amounts 
received “under a contract of an em- 
ployer.”” The regulations under the 
1939 Code required that there be an 
“express contract” which was deemed 
to exist only if there was a written 
contract between the employer and 
employee requiring the payment or if 
the employer had an established plan 
which had been communicated to the 
employee and had not been rescinded 
before his death.*” 


Thus, it would seem that as far as 
the committee reports are concerned, 
the extension of the $5,000 exclusion 
in the 1954 Code to include benefits 
paid apart from contract (or to elim- 
inate the payment-under-contract re- 
quirement) could as easily have been 
intended to embrace all death benefits 
or only those of a nongratuitous na- 
ture paid apart from contract. 


The Commissioner has announced 
that he will not litigate cases under 
the 1939 Code involving voluntary 


quirement under the 1939 Code that the 
benefits be paid under a contract has been 
eliminated.” 

Regs. 118, Secs. 39.22(b)(1)-2(a), 39.22 
(b)(1)-(2)(c). 
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payments to widows unless there is 
clear evidence that the payments were 
intended as compensation for services, 
or unless they may be considered as 
dividends. However, he believes that 
cases arising under the 1954 Code in- 
volve “other considerations” and will 
make a future announcement of the 
Service’s position.* No official an- 
nouncement has been made, but his 
position in the Reed case in the trial 
court and his subsequent appeal may 
constitute the future announcement 
envisioned by the 1958 ruling.’ 


The cases decided under the 1939 
Code may thus still be very pertinent 
to controversies arising under the 
1954 Code. These cases hold, gener- 
ally,*°* that an employer’s payments 
to an employee’s beneficiaries are tax- 
free gifts if the payments are to his 
beneficiary rather than to his estate,’ 
if there is no obligation on the em- 
ployer to pay additional compensation 
and the employee has been fully com- 
pensated, if the employer obtains no 
benefit from the payment, and if the 


beneficiary performed no services for 
the employer. 


For estate tax purposes, the value 
of death benefits payable by an em- 
ployer under an enforceable contract 
with the employee is generally includ- 


™ Rev. Rul. 58-613, 1958-2 CB 914. Two 
years earlier, in rulings which the Commis- 
sioner has not published, he stated his 
“present position” to be that whether volun- 
tary payments made to a widow in recogni- 
tion of her husband’s services were in 
consideration of his services or were a gift 
was a factual question not properly to be 
resolved by ruling until the widow’s return 
had been filed and examined. 

Clarification of this troublesome problem 
may come from the Supreme Court deci- 
sions in Commissioner v. Duberstein, 60-2 
ustc $9515, rev’g 59-1 ustc § 9385, 265 F. 
2d 28 (CA-6) (receipt of Cadillac for help 
in referring business); Stanton v. U. S., 60-2 
ustc 79515, vacating and rem’g 59-2 ustc 
{ 9562, 268 F. 2d 727 (CA-2) (payment to 
retiring employee); and U. S. v. Kaiser, 60-2 
ustc 99517, aff’'g 59-1 ustc 7 9146, 262 F. 
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able in the employee’s estate.“° How- 
ever, benefits paid under a qualified 
plan may not be includable in the 
employee’s estate if they are not re- 
ceivable by or for the benefit of the 
employee’s estate.*** The problem is 
more difficult if the benefit is paid to 
the widow voluntarily. Here, it has 
been held that if the employee had no 
property right in the benefits, they are 
not properly includable in his taxable 
estate, even though he could desig- 
nate the person to receive the benefits.**” 


Mechanics of Exclusion 


The exclusion does not apply to 
amounts constituting income payable 
to the employee during his life as 
compensation for services. As ex- 
amples the regulations cite bonuses 
and payments for unused leave or un- 
collected salary.7* They seem to 
leave uncertain the status of volun- 
tary payments made after death be- 
cause the employee was inadequately 
compensated during his life. Such 
payments were probably taxable to 
the recipient prior to the 1954 Code 


and may well be subject now to the 
$5,000 exclusion. 


Amounts paid as life insurance by 
a life insurance company, even though 
paid on behalf of the employer, are 


2d 367 (CA-7, 1958) (strike benefits re- 
ceived from union by striker). 

™ Cited at footnote 106. 

** See, for example, Florence S. Luntz, 
cited at footnote 101. 

See, however, Estate of Frank J. Foote, 
CCH Dec. 22,406, 28 TC 547 (1957). Com- 
pare Bausch’s Estate v. Commissioner, 51-1 
ustc § 9146, 186 F. 2d 313 (CA-2). 

™ Regs. Sec. 20.2039-1 (1958). 

™ Regs. Sec. 20.2039-2 (1958). 

™ Estate of Albert L. Salt, CCH Dec. 
18,449, 17 TC 92, 100-101 (1951), acq., 
1952-1 CB 4; Glenn v. Hanner, 54-1 vustc 
4 10,944, 212 F. 2d 483 (CA-6). Contra: 
G. C. M. 27242, 1952-1 CB 160. Compare 
Regs. Sec. 20.2039-1(b), Example 4 (1958). 
Compare Garber’s Estate v. Commissioner, 
59-2 ustc § 11,906, 271 F. 2d 97 (CA-3). 

™® Regs. Sec. 1.101-2(a)(2) (1957). 
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treated as amounts received under a 
life insurance contract and are ex- 
cluded in their entirety if they come 
within the terms of Section 101(a).™™* 


The exclusion generally is inappli- 
cable to amounts with respect to 
which the deceased employee pos- 
sessed, immediately before his death, 
a nonforfeitable right to receive the 
amounts while living.’ Even though 
the employee had a nonforfeitable 
right to receive amounts while living, 
if they are paid under a qualified plan 
in full within one taxable year of the 
distributee, the exclusion applies.*”* 


Section 402(a)(2) treats as capital 
gain amounts (to the extent they ex- 
ceed the employee’s contributions) 
distributed from a qualified employee’s 
trust within one taxable year of the 
distributee on account of an employee’s 
death if the amount distributed is the 
balance to the credit of the employee 
which is payable on account of his 
death. Similar treatment is accorded 
under Section 403(a)(2) to payments 
under an annuity contract purchased 
by an employer under a qualified plan. 
These amounts, like amounts paid by 
reason of an employee’s death from 
a nonqualified employer-provided fund 
or trust in which the employee’s rights 
are forfeitable, qualify for the $5,000 
exclusion under Section 101(b).?” 


The exclusion does not apply to 
amounts received as an annuity under 
a joint and survivor annuity where 
the employee was the primary annui- 
tant and the starting date occurred 
before the employee’s death.“* This 
is so whether or not the annuity is 


™ Regs. Sec. 1.101-2(b) (1957). 

™ Regs, Sec. 1.101-2(a)(2) (1957). An 
employee had a nonforfeitable right in (1) 
amounts to which he would have been en- 
titled upon demand, upon making an elec- 
tion or upon termination of his employment, 
(2) the value just before his death of an 
annuity (immediate or deferred) payable 
by or on behalf of his employer or payable 
if he had terminated his employment and 
continued to live or (3) amounts paid in 


Fringe Benefits 


paid under a qualified plan. Amounts 
received under other annuities may be 
excludable to the extent of the value 
of the annuity on the date of the em- 
ployee’s death.%® The excludable 
amount is then treated as considera- 
tion paid by the employee for the 
annuity for purposes of determining 
the amounts to be included in the 
beneficiaries’ gross income.**° 


Allocation of the exclusion among 
the recipients is to be made upon the 
basis of the amount received (or pres- 
ent value payable).%%* Presumably, 
this means that payments entitled to 
capital gain treatment are to be recog- 
nized in full for purposes of the allo- 
cation and of determining how much 
of the exclusion has been used. 


Where the death benefits are paid 
as annuity payments which are elig- 
ible for the exclusion, the exclusion is 
apportioned to the various benefici- 
aries and benefits in accordance with 
the proportion that the present value 
of each benefit bears to the total pres- 
ent value of all the benefits.**? Once 
this allocation is made, the applicable 
portion of the exclusion is then treated 
as consideration paid by the employee 
for the annuity. If the aggregate 
consideration is recovered by the bene- 
ficiary in the first three years or less, 
the entire amount of each installment 
is excluded from gross income until 
the consideration is recovered, after 
which the payments are includable in 
gross income. If the consideration is 
not recoverable in the first three 
years, the amount excludable each 
year from gross income is determined 


lieu of categories (1) and (2). See Regs. 
Sec. 1.101-2(d)(1) (1957). 

™® Regs. Sec. 1.101-2(d) (3) (i) (1957). 

™ Regs. Sec. 1.101-2(b) (1957). 

™ Regs. Secs. 1.101-2(a)(2), 
(1957). 

™ Regs. 
(1957). 

™ Regs. Sec. 1.101-2(e)(1) (iv) (1957). 

™ Regs. Sec. 1.101-2(c) (1957). 

™ Regs. Sec. 1.101-2(e)(1)(v) (1957). 
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by applying to the amount received 
in that year the ratio of the invest- 
ment in the annuity over the expected 
return under the contract.*** 


Deductibility of Benefits by Employer 


Somewhat surprisingly, the Com- 
missioner does not seem to have tried, 
under the 1939 Code, to solve his loss- 
of-revenue problem in this area by 
challenging the deduction of the bene- 
fit payment by the employer. This 
course would have had the tactical 
advantage of tempting the employer 
and the beneficiary to take inconsist- 
ent positions. Moreover, in the aggre- 
gate, the resulting gain in tax revenue 
would probably be at least as great if 
the Commissioner were successful 
here but failed in seeking to tax the 
payment to the beneficiary. 


Of course, the Commissioner was 
faced here with an obstacle similar to 
that presented by his prior adminis- 
trative handling of death benefits in 
the hands of the recipients. Not only 
had he ruled that such benefits might 
be deductible by the employer,’ but 
his regulations since 1919 and contin- 
uing under the 1939 Code had per- 
mitted the deduction of payments for 
a limited period to an officer’s or em- 
ployee’s widow or heirs when “the 
amount of the salary” is paid “in rec- 
ognition of the services rendered by 
the individual.” **° 





™ Rev. Rul. 58-153, 1958-1 CB 43. 
™T. T. 3329, cited at footnote 99. 
™ Regs. 45, Art. 108. Accord, under the 


1939 Code: Regs. 118, Sec. 39.23(a)-9. 
Initially, however, the Commissioner took 
a contrary position. Art. 137, Par. 440, of 
R: ~. 33 (Rev.), issued on January 2, 1918, 
prided: “When the amount of the salary 
of .. officer or employee is paid for a limited 
period after his death to his widow or heirs, 
in recognition of the services rendered by 
the individual, no services being rendered 
by the widow or heirs, such payment is not 
‘ordinary and necessary’ expense of trans- 
acting business and does not constitute an 
allowable deduction.” 
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Significantly, the present regula- 
tions under Section 162(a) of the 1954 
Code, which correspond to Section 
39.23(a) of the regulations under the 
1939 Code, no longer mention the de- 
ductibility of such payments. This 
must be viewed in the light of a 1955 
ruling **° which reversed the Com- 
missioner’s position in an earlier rul- 
ing *** and held that Section 23(p) of 
the 1939 Code, which dealt with the 
deduction of contributions by an em- 
ployer to employees’ trusts or plans, 
was controlling over Section 23(a), 
which authorized the deduction of 
ordinary and necessary business ex- 
penses. Thus the Commissioner was 
saying that the payments to be de- 
ductible must not only be ordinary 
and necessary business expenses but 
they must also satisfy the require- 
ments of Section 404 relating to the 
deduction of deferred compensation. 
Indeed, the present regulations ex- 
pressly provide that Section 404(a) 
governs the deductibility of death 
benefits paid directly to the benefic- 
iaries of former employees.*** 


To be deductible, then, the death 
benefits must not only be ordinary and 
necessary expenses but they must also 
be “compensation for personal serv-. 
ices actually rendered.” **® But, com- 
pensation for personal services actually 
rendered has been held to be taxable 
to the beneficiary,**° and payments 
which were not such compensation 


”* Rev. Rul. 55-212, 1955-1 CB 299. 

™* Rev. Rul. 54-625, 1954-2 CB 85. 

™ Regs. Sec. 1.404(a)-1(a)(1) (1956). The 
regulations under the 1939 Code (Sec. 
39.23(p)-1) do not contain this provision. 

™ Regs. Secs. 1.404(a)-1(b), 1.404(a)-12 
(1956), in discussing the year of deduction, 
refer to amounts “paid as a death benefit 
to the beneficiaries of an employee (for 
example, by continuing his salary for a rea- 
sonable period). . . .” No reference is made 
to death benefits in the corresponding sec- 
tion of the regulations under the 1939 Code. 
Regs. 118, Sec. 39.23(p)-11. 

™ See, for example, Bausch’s Estate v. 
Commissioner, cited at footnote 109. 
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would not be deductible under the 
present regulations. Thus, by shifting 
his reliance from one section of the 
Code to another and revising his reg- 
ulations, the Commissioner appears to 
have cleared the way for reversing 
his position as to the deductibility 
of death benefits. Formerly they were 
deductible (under the 1939 Code) if 
the amount of the salary was paid for 
a limited period in recognition of the 
employee’s services. And a limited 
period meant that the amount must 
be reasonable.*** Now, under the reg- 
ulations, not only must the amount be 
reasonable but the benefit payments 
must be compensation for personal 
services actually rendered. 

In short, the Commissioner is now 
in a position to argue that if the 
beneficiary does not pay a tax on the 
benefit on the ground that it was not 
paid as compensation for services, the 
employer should get no deduction, and 
if the employer gets a deduction, the 
beneficiary should pay a tax on the 
benefit on the ground that it was 
compensatory in nature. 


If the benefits otherwise qualify for 
the deduction, it remains necessary to 
determine whether the amount of the 


benefits is reasonable. This, in turn, 
would seem to depend upon whether 
the amount of the benefits, considered 
with the employee’s other compensa- 
tion, is reasonable compensation. 
While the Commissioner in the past 
has applied a rather mechanical rule 
in this respect, it would seem that in 
the future what, if anything, would 
be a reasonable amount of death bene- 
fits would depend upon the same fac- 
tors used in determining whether 
inter vivos compensation is reasonable. 


Thus, if it is established that the 
employee has been overcompensated 


™ Rev. Rul. 54-625, 1954-2 CB 83. 

™ Regs. 118, Sec. 39.23(a)-9; I. T. 3329, 
1939-2 CB 153. 

™ Rey. Rul. 54-625, 1954-2 CB 85 (allowed: 
one year’s salary spread over 12 years). 
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during his lifetime, the employer 
might well obtain no deduction for 
the death benefits. There is nothing 
in the statute or regulations which 
would require that the $5,000 exclud- 
able from income by the beneficiary 
under Section 101(b) be allowed as a 
deduction to the employer. 


If it is not established that the em- 
ployee’s prior compensation has been 
unreasonably high, then authorities 
applicable under the 1939 Code may 
well serve as guides as to the amount 
of benefits which an employer can 
expect to deduct. Originally the Com- 
missioner took the position that if the 
employee’s salary was paid for a 
“limited period,” it could be deducted.** 
Later, he modified or clarified this 
position by holding that by a limited 
period he meant that the amount must 
be reasonable and that the period of 
time over which a reasonable amount 
was paid was immaterial.** Under 
the rulings, more than one year’s sal- 
ary has been allowed as a deduc- 
tion *** and the cases have extended it 
to 31 months’ salary.?** 


The only sensible practice for an 
employer at this juncture is to con- 
sider the value of the employee’s serv- 
ices in the light of his past compensation 
and to make sure that the amount of 
the death benefit can be justified, if 
necessary, as additional reasonable 
compensation. 


One of the effects of the Commis- 
sioner’s shift from Section 162(a) to 
Section 404(a) as authority for the 
employer’s deduction is to limit the 
deduction (where the benefit is not 
paid under a qualified plan) for the 
accrual-basis employer to the amount 
actually paid during the tax year.** 
Thus, where an employer obligates 

™T. T. 3329, cited at footnote 99. 

™ Fifth Avenue Coach Lines, Inc., CCH 
Dec. 23,477, 31 TC 1080 (1959), acq. (on 


this issue), I. R. B. 1959-36, 7. 
1954 Code Sec. 404(a) (5). 
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itself by contract or resolution to pay 
one year’s salary over a period of sev- 
eral years, the full amount of the 
obligation cannot be accrued and de- 


* Rey. Rul. 55-212, 1955-1 CB 299. Com- 
pare Rev. Rul. 54-625, 1954-2 CB 85, which 


ducted in the year the obligation arises 
but must be spread out over the 
period of actual payment.'*” 

[The End} 


was modified in this respect by Rev. Rul. 
55-212. 


PITFALLS OF WESTERN HEMISPHERE TRADE CORPORATIONS— 
Continued from page 864 


ferred between related companies 
prior to a sale—to enforce the “arm’s- 
length” price in any transactions. 
The Commissioner stated’ that where 
a subsidiary company is organized 
for the purpose of securing the ben- 
efits derived from qualification as a 
Western Hemisphere Trade Corpora- 
tion under Section 109 (1954 Code 
Section 921) of the Internal Revenue 
Code, all transactions between the 
parent company and the subsidiary 
company should be on an “arm’s- 
length” basis since Section 45 (1954 
Code Section 482) of the Internal 
Revenue Code may be applied in such 
cases where necessary to prevent eva- 
sion of taxes or clearly to reflect the 
income of either of the separate com- 
panies. In determining whether the 
transaction in a particular case is at 
“arm’s-length,” consideration will be 
given to all the facts and circum- 
stances involved. The Commissioner 
reiterated this in a 1957 ruling. The 
subsidiary corporation should not be 
a mere sham, but, wherever possible, 
should have physical separation of 
books, storage facilities, inventories, 
fixed assets, premises, etc. To facili- 
tate the Western Hemisphere trade 
subsidiary’s ability to purchase and 
store inventory through its own facil- 
ities and to carry the inventory on its 
own books, interest-bearing or non- 
interest-bearing advances from the 
parent to the subsidiary company 
could be used. 


* Rev. Rul. 15, 1953-1 CB 141. 
* Rev. Rul. 57-542, 1957-2 CB 462. 
®*CCH Dec. 18,087, 16 TC 287. 
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In Smith-Bridgeman & Company,° 
the court stated that Section 45 was 
no justification for increasing a wholly 
owned subsidiary company income by 
allocating to it “interest income” at- 
tributable to a noninterest-bearing 
loan to the parent, as it could have 
loaned the money to a third party. 
Conversely, in Seaboard Commercial 
Corporation,’© interest and _ finance 
charges of the parent company were 
allowed when reasonable and justi- 
fied. The main factors to keep in 
mind while making these advances 
are that they should be properly docu- 
mented whether interest-bearing or 
noninterest-bearing, paid when due, 
and treated as short-term advances 
and not capital contributions. 

The Commissioner said ™ that Code 
Section 129 (1954 Code Section 269) 
does not apply to the creation of a 
new domestic corporation to carry on 
the business in the Western Hem- 
isphere of an existing domestic cor- 
poration. However, in setting up this 
selling subsidiary we must make sure 
that there is a legal entity for tax pur- 
poses through separation of records, 
etc. All transactions between these 
companies, however, must be at 
“arm’s length.” In this instance, what 
is meant by “arm’s length”? It is a 
fact that the Commissioner will apply 
Section 482 if products are billed on 
a consistent basis to a subsidiary 
company at less than cost as the in- 
come of both companies is not cor- 


* CCH Dec. 22,539, 28 TC 1034. 
*T. T. 3757, 1945 CB 200. 
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rectly stated. In determining the 
effect of profitable transfers, we must 
separate the manufacturing and trad- 
ing parent companies. If a manufac- 
turing company transfers goods to a 
Western Hemisphere trade subsidiary 
at cost, or at cost plus a nominal 
markup, the Commissioner will allo- 
cate part of the subsidiary’s profit to 
the parent company. 


In the Jesse E. Hall case,” the par- 
ent manufacturing company sold to a 
Venezuelan sales and service subsidi- 
ary at cost plus 10 per cent, allowing 
it a 90 per cent commission for selling 
and servicing instead of the 20 per 
cent commission which was normally 
paid to companies for selling and 
servicing the product. The court re- 
quired the taxpayer to include in his 
income the total sales price less the 
normal 20 per cent to the Venezuelan 
company for selling and servicing. 
Therefore, sales between a manufac- 
turing company and a Western Hem- 
isphere trade subsidiary should be at 
the same “arm’s-length” price with 
the same terms that the manufactur- 
ing company would sell to any domes- 
tic sales subsidiary or other foreign 
distributor. Thus, the distributing 
subsidiary company would reap the 
same profit that any other company 
doing business with the manufactur- 
ing parent would, and the manufac- 
turing parent would also have the 
same profit that it would have if it 
were doing business with any other 
noncontrolled company at “arm’s- 
length.” However, if one wholesale 
company were to transfer merchan- 
dise which it had purchased to a 
wholly owned Western Hemisphere 
trade subsidiary, at its cost plus 
routine handling and billing charges, 
it is my belief that the income would 
not be revised under Section 482 by 
the Commissioner, This opinion is 
based upon the Friedlander Corpora- 
tion case,‘* where a partnership pur- 


* CCH Dec. 23,615, 32 TC 390. 
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chased inventory at cost from a 
controlled corporation. The govern- 
ment requested allocation under Sec- 
tion 482, stating that the inventory 
should have been sold at cost plus 
handling charges, freight-in, insur- 
ance, storage and purchasing costs 
(around 10 per cent). While in this 
case the court ruled for the taxpayer, 
stating that the inventory was sold 
to the corporation at full value, the 
Commissioner’s thoughts concerning 
transfer of inventories between trad- 
ing companies becomes a matter of 
record. So long as the parent com- 
pany is adequately paid for its financ- 
ing, handling, purchasing and storage 
charges, the Commissioner will prob- 
ably not reallocate the income between 
the parent and subsidiary companies. 


While Section 482 has always been 
a rather difficult section for the 
Treasury Department to enforce, we 
should always be wary as the Com- 
missioner might try to reallocate 
income due to the 14 per cent differ- 
ential in maximum tax rate between 
the domestic parent and the domestic 
Western Hemisphere trade subsidiary. 


Another possible pitfall which 
might upset qualification of a com- 
pany under Section 921 as a Western 
Hemisphere Trade Corporation is the 
provision in subject section requiring 
that 95 per cent of the company’s in- 
come over a three-year period be from 
Western Hemisphere sources other 
than the United States. This provi- 
sion therefore requires a careful study 
of the law, regulations and court deci- 
sions relative to Code Sections 861- 
864 which determine whether income 
is from sources within or without the 
United States. While these sections 
primarily concern nonresident aliens 
and foreign corporations, they are also 
considered the law concerning the place 
of the derivation of income of Western 
Hemisphere Trade Corporations. 


* CCH Dec. 21,288, 25 TC 70. 





Gross income from sources within 
the United States includes interest 
received from United States sources, 
including federal, state and private 
sources. The exceptions to this rule 
include interest paid by banking busi- 
ness to persons not engaged in busi- 
ness within the United States, interest 
received from an individual or cor- 
poration where less than 20 per cent 
of the gross income of the resident 
payor is from sources within the 
United States, and income derived by 
a foreign central bank of issue from 
banker’s acceptances. Primarily speak- 
ing, the domicile or residence of the 
obligor, not the place of payment, deter- 
mines the source of interest income. 

The Commissioner, however, has 
ruled,** for the purpose of determin- 
ing whether a domestic corporation 
satisfies the percentage requirements 
of Section 921 for qualifying as a 
Western Hemisphere Trade Corpora- 
tion, that the following are excludable 
from gross income: 


(1) Interest described in Section 
103(a)(1) on the obligations of a 
state or territory, or of a possession 
of the United States, or of any polit- 
ical subdivision of any of the fore- 
going, or of the District of Columbia. 


(2) Interest described in Section 
103(a)(2) on the obligations of the 
United States as limited by Section 
103(b). 


(3) Interest described in Section 
103(a)(3) on the obligations of a cor- 
poration organized under Act of Con- 
gress, as limited therein. 

Thus, interest exempt from inclu- 
sion as income under the IRC would 
be excludable from gross income in 
determining percentage requirements 
under Section 921. 


Dividends received from domestic 
corporations and foreign corporations 
would normally be treated as income 
from sources within the United States, 


“ Rev. Rul. 57-435, 1957-2 CB 462. 
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except in the cases of domestic cor- 
porations who are entitled to the ben- 
efits of Section 931 (income from 
sources within possessions of the 
United States) and those domestic 
corporations who can prove that less 
than 20 per cent of their income for 
the three-year period ending with the 
close of the taxable year was from 
domestic sources. Foreign corpora- 
tion dividends are proportionately 
from without and within if 50 per cent 
or less of the foreign corporation’s 
gross income was from sources within 
the United States. Rents and royal- 
ties from tangible and intangible, real 
and personal property located within 
the United States would be gross in- 
come derived from United States 
sources. The sale of real property 
located within the United States 
would be considered gross income 
from United States sources. 


With reference to commissions 
earned, the Commissioner has ruled ** 
commissions received by a domestic 
corporation for purchases made in 
United States for South American 
firms constitute income from sources 
within the United States, even though 
the various sellers shipped directly 
to such firms in South America where 
the sale was consummated. However, 
commissions earned without the 
United States would be from sources 
outside of the United States. 


We are primarily concerned, how- 
ever, with the determination of the 
source of income derived from the 
sale of personal property. Income de- 
rived from the purchase and sale of 
personal property will be treated as 
derived entirely from the country in 
which sold. Income derived from the 
manufacture and sale of personal 
property will be allocated to the coun- 
try in which manufactured and to the 
country in which sold in a proportion 
subject to the regulations. Thus, 


* Rev. Rul. 56-477, 1956-2 CB 506. 
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goods purchased within the United 
States and sold within the United 
States would be considered income 
from United States sources, and 
goods “purchased within the United 
States and sold without the United 
States would be income derived from 
sources without the United States.” 
As manufactured items require pro- 
portionment of income to the country 
in which manufactured, it is therefore 
impossible for a United States manu- 
facturing company to be a Western 
Hemisphere Trade Corporation, as 
over 5 per cent of its gross income 
would be from sources within the 
United States. 


Now that we have determined that 
a sale outside the United States of 
purchased items would be income 
from sources outside the United 
States, we must determine where and 
when a sale takes place. Here we 
must look to the cases and rulings. 
In 1947,** the government stated as a 
general rule that a sale’ is consum- 
mated and income earned at the place 
where the seller surrenders all his 
right, title and interest to the buyer. 
However, where bare legal title is 
retained by the seller, the sale will 
be deemed to have occurred at the 
time and place of passage to the 
buyer of beneficial ownership and 
risk of loss. If the sales transaction 
is arranged for the prime purpose of 
tax avoidance, the general rules will 
not apply, but all factors of the 
transaction—such as _ negotiations, 
execution of the agreement, location 
of the property and the place of pay- 
ment—considered, with the sale 
treated as consummated where the 
substance of the sale occurred. The 
1954 regulations follow this memo- 
randum exactly.** 


*G. C. M. 25131, 1947-2 CB 85. 

* Reg. Sec. 1.861-7(c). 

* CCH Dec. 8775, 31 BTA 558, aff'd, 36-2 
ustc § 9445, 85 F. (2d) 322 (CA-5), cert. 
den., 299 U. S. 608. 
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The few available studies of tax 
exemptions suggest that their use as 
a device for attracting industry 

may present at least as many 
disadvantages as advantages to the 
“‘host’’ governmental unit, and the 
importance of exemptions as a 
locational factor is overestimated. 
—Tax Foundation, Inc. 


The leading case is East Coast Oil 
Company,® where the court stated 
that it was a long established rule 
that a sale is consummated “when 
and where title in the goods passes, 
when and where the incidents of own- 
ership vest in the vendee.” In this 
case the passage of title to oil at a 
foreign port under F.O.B. and C. I. F. 
contracts of sale was the important 
factor in determining the source of 
income, even though the contracts 
were signed and the payments made 
in the United States. 


In Ronrico Corporation,”® the gross 
income from the exclusive sale of 
rum between a Puerto Rican manu- 
facturer and a New York distributor 
was in Puerto Rico, where title to the 
merchandise passed. 


In American Food Products Corpor- 
ation,”® title to goods sold to Venezu- 
ela passed in the United States and, 
therefore, the United States was the 
source of income, even though the 
orders were solicited by the tax- 
payer’s agents in Venezuela. The 
court stated in this case that the ques- 
tion of the “source of income” is 
essentially a problem of the law of 
sales rather than a question of taxa- 
tion (with problems concerning pas- 
sage of title important in both federal 
and state taxation, expert knowledge 


*CCH Dec. 12,022, 44 BTA 1130. 
* CCH Dec. 22,326, 28 TC 14. 





of the “law of sales” is becoming ex- 
ceedingly important to the tax man). 
Here the court also stated that it has 
never accepted the situs of the execu- 
tion of the contract as determinative 
of the source of income. It also reit- 
erated that the situs of the passage 
of beneficial ownership and/or title 
to the goods determines where the 
sale takes place. 


In Balanovski,™ the court of appeals 
reversed the district court concerning 
sales to the Argentine Government, 
negotiated in Argentina, where title 
passed in the United States, looking 
to the point of passage of title where 
the income was earned and not where 
the “substance of the sale” occurred. 


We should note here that the gov- 
ernment has ruled ** that the pro- 
ceeds from insurance on goods in 
transit constitute income from sources 
within the United States. Tax plan- 
ners should keep this point in mind 
in determining whether or not their 
companies’ gross income is over 95 
per cent from sources without the 
United States. 


Now that we have knowledge of 
where a sale occurs, we must deter- 
mine how we are going to transact 
business so that title will pass outside 
the continental limits of the United 


States. We must understand that a 
Western Hemisphere Trade Corpor- 
ation should be used by those com- 
panies who engage in foreign commerce 
within the Western Hemisphere, and 
not by those primarily engaged in 
domestic commerce who are looking 
for a means to avoid taxes. 


The ideal situation would be to set 
up offices in each country to which you 
sell merchandise. Here title would 
pass upon delivery from your branch 
office to the purchaser. The selling 
price would be adjusted for all costs 


* 55-1 ustc J 9302, 131 F. Supp. 898 (DC 
N. Y.), rev'd, 56-2 ustc § 9832, 236 F. 2d 
298 (CA-2), cert. den., 352 U. S. 968. 
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to transport to and sell in the West- 
ern Hemisphere country. As you 
would have a permanent establish- 
ment there, you would probably have 
to qualify to do business in that coun- 
try and pay taxes there. However, 
as Western Hemisphere corporations 
are allowed a credit for foreign taxes 
paid, as long as the foreign tax was 
below 38 per cent the tax cost would 
be the same as if the company were 
not subject to foreign taxation. Outside 
of other North American countries, 
the majority of Western Hemisphere 
countries have a tax rate below 38 
per cent. 


An alternative would be to sell the 
merchandise to a Panamanian cor- 
poration, having them take title out- 
side the United States, and have that 
company sell to the foreign purchaser. 
This method merits consideration 
where the foreign tax rate might be 
in excess of 38 per cent, the maximum 
tax rate of the domestic selling West- 
ern Hemisphere Trade Corporation. 


Another alternative would be to 
sell the merchandise F. O. B. destina- 
tion. The title would pass in the for- 
eign port. It has been desirable in 
the past for the American seller to 
maintain title to the goods as long 
as possible. Contracts can be written 
so that ownership is maintained by 
the seller until the time of arrival at 
destination, with the contract price 
adjusted to include all shipping, stor- 
age and insurance costs. The place 
where title is to pass should be spelled 
out in the contract to avoid any diffi- 
culty in proving that title passed 
outside of the United States. Under 
the Uniform Sales Act where the 
parties have not signified their inten- 
tion as to passage of title, the passage 
of title occurs with the turning of the 
goods over to the carrier, consigned 
to the buyer. 


* 1. T. 3902, 1948-1 CB 64. 
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Another alternative would be to 
ship the merchandise to the foreign 
port, consigned to the seller or his 
agent who would turn the proper 
papers over to the purchaser upon 
arrival at the port. Also, a possible 
alternative would be to ship the mer- 
chandise to a free port, outside the 
United States, consigned to the seller 
or his agent who would then transfer 
title in the free port to the purchaser. 
In these latter two instances, there 
is a possibility that the government 
might try to state that title was pass- 
ing outside of the United States in 
this particular situation primarily as 
a matter of tax avoidance, and thereby 
rule that the place of sale was where 
the substance of the sale occurred. 

There are other alternatives, but in 
every case the tax planner must bear 
in mind that both actual and benefi- 
cial title must pass outside of the 
United States. The contract between 
the purchaser and seller must show 
the intent of the parties as to where 
title passes. 


Qualification as a Western Hem- 
isphere Trade Corporation will not be 
allowed if more than incidental pur- 
chases of the company are made 
outside the Western Hemisphere. 
Purchases can be made any place 
within the Western Hemisphere, in- 
cluding the United States. Thus, if 
the merchandise is to be purchased 
outside of the Western Hemisphere 
in greater than incidental purchases, 
a foreign corporation instead of a 
Western Hemisphere Trade Corpora- 
tion should be used. The Treasury 
Department said * that purchases in 
Europe in connection with the con- 
struction and installation of a project, 
being nonrecurring or unusual in 
character, are “incidental purchases.” 
For the purposes of Section 921 it 
also stated that miscellaneous pur- 
chases—other than purchases in con- 
nection with subject project—which 


* Rev. Rul. 59-356. 


Western Hemisphere Trade Corporations 


are made outside the Western Hem- 
isphere by the corporation and which 
do not, in total, exceed 5 per cent of 
the corporation’s gross receipts from 
all sources are minor in relation to its 
entire business, and are, therefore, 
also “incidental purchases.” This fol- 
lows the regulations,** which define 
incidental purchases as those which 
are (1) minor in relation to the entire 
business or (2) nonrecurring or unu- 
sual in character. However, if outside 
purchases constitute an amount less 
than 5 per cent of the corporation’s 
gross receipts from all sources, such 
purchases shall be deemed to be inci- 
dental purchases. 


A summary review of the advan- 
tages of a Western Hemisphere Trade 
Corporation includes: 


(1) Maximum tax rate of 38 per 
cent (unless foreign tax rate, when 
applicable, is in excess of 38 per cent). 


(2) Dividends from Western Hem- 
isphere Trade Corporation subsidi- 
aries taxed to the parent company at 
approximately 7% per cent (the 85 
per cent dividend credit is allowed to 
a Western Hemisphere Trade Cor- 
poration, while not allowed to foreign 
corporations). 


(3) Western Hemisphere Trade 
Corporations entitled to tax-free 
liquidations under Section 332. 


(4) As in any multicorporation set- 
up, the additional $25,000 surtax ex- 
emption and $100,000 accumulated 
taxable income exemption under Sec- 
tion 535(a) (2). 


Conclusion 


The Western Hemisphere Trade 
Corporation is a valuable aid to com- 
panies trading in the Western Hem- 
isphere outside the United States, 
provided the pitfalls previously men- 
tioned are avoided by careful tax 
planning. [The End] 


* Reg. Sec. 1.921-1(a)(1). 
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THE PENNSYLVANIA MANUFACTURING EXEMPTION PROVISION 
REVISITED—Continued from page 848 


the difficult questions should be re- 
solved and that the few which ulti- 
mately find their way into court will 
be answered in a matter of time. 
When we look at the history of judicial 
decisions beginning in 1856 and con- 
tinuing to the present day, we realize 
that this is pollyannish thinking. 
With many it does not sit well to criti- 
cize an operating policy or program 
but offer no suggestions for improve- 
ment. Therefore, suo periculo, the 


writer suggests one of two courses if 
the exemption is to continue: (1) 
Broaden the exemption by legislative 
definition so as to embrace all types 
of industrial corporations whose oper- 
ations fall within the purview of the 
legislative intent although not within 
the narrower scope of the judicial de- 
cisions; or (2) grant a blanket rate 
reduction to all corporate capital 
stock and franchise taxpayers. 


[The End] 


FROM THE THOUGHTFUL TAX MAN—Continued from page 823 


school courses; they are skeleton law 
school courses. One of the difficulties 
with using the skeleton of law school 
education as the foundation of college 
business law education is that law 
school courses are largely built upon 
the abnormal rroblem. Traditional 
law school education and, indeed, 
the traditional work of lawyers entail 
the treatment of the unusual, the 
trouble case. By contrast, college 
education in business law ought to be 
concerned with the normal operation 
of legal facts within our society.” 


Law school teaching material is al- 
most exclusively centered upon the 
activities of people that resulted in 
litigation and culminated in the de- 
cision of an appellate tribunal. When 
the case is studied in law school, the 
concentration is upon some unusual, 
uncommon and relatively rare factual 
situation in our society. Just the op- 
posite type of factual material should 
be taught in college business law. The 
difference in teaching material should 
not be so much a difference in the 


* Brown, “A Suggestion Concerning Pre- 
Law School Education,” 25 Southern Cali- 
fornia Law Review 177 (1952). 


894 


November, 1960 @ 


amount of law taught as a difference 
in the nature of the facts taught. 


In college, tax law courses teach the 
tax consequences that flow from 
normal reliable business transactions, 
and thus, incidentally, the students can 
learn something of the customary 
habits of commercial society. Normal 
commercial society is not necessarily 
simple or easy. It is often complex 
and involved, so I do not suggest that 
college tax law education is neces- 
sarily easy or elementary. The 
normal commercial lease of property 
for, say, a period of ten years in 
which the tenant agrees to improve 
the landlord’s property, maintain the 
property and pay a rent based upon 
the tenant’s gross sales is a compli- 
cated enough teaching tool for college 
students. What is a customary 
amount of rent to pay? What are 
the economic, accounting tax conse- 
quences to the landlord and to the 
tenant of the rent, the tenant’s im- 
provements and the tenant’s obliga- 
tion to repair? I would hesitate to 
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teach, for example, the tax conse- 
quences of an uncustomary amount 
of rent. Teach, under present law, 
that April 15, or before, is the proper 
date for filing an income tax return 
for a calendar year taxpayer. Do not 
be concerned with teaching the con- 
sequences of the failure to file within 
time. Teach the usual courses of the 
conduct of the taxpayer and the 
government that fit into customary 
patterns. Then teach that if the tax- 
payer desires to pursue, or if he be- 
lieves the government is seeking to 
pursue, some unusual, uncustomary 
or unfamiliar course of conduct, he 
should obtain professional guidance. 


The uncustomary is an area in which 
the taxpayer should be signalled to 
seek professional guidance; and if 
there is competence to analyze the 
unusual, the competence lies with 
those who are professionally trained. 
Perhaps nowhere is this more true 
than in the tax field, in which, be- 
cause of the dynamics of frequent 
new legislation, transactions can de- 
velop consequences extremely diffi- 
cult to predict. If college students 
can come away with a sense of the 
customary and with the knowledge 
that they can get professional guid- 
ance for abnormal situations, I think 
they will be reasonably well-equipped. 


Tax law often posits that it deals 
with substance rather than form. The 
legalistic notion of substance requires 
analysis into business and economic 
realities—what it is that the taxpayer 
is really doing, or has really done. 
If business college courses can teach 
“substance” to taxpayers, the teach- 
ing of the form in which the sub- 
stance should be cast can be put in 
the hands of law school education. 


One approach to the teaching of 
tax accounting is to make significant 


? Esenoff, “Differences Between Business 
and Tax Accounting,” Proceedings of the 
1951 Southern California Tax Institute, p. 377. 


From the Thoughtful Tax Man 


comparisons and analyses of the eco- 
nomic, accounting and tax notions of 
such concepts as capital, income, ex- 
penses, reserves, depreciation and sur- 
plus.? The skills used in the accumu- 
lation of data for, and the preparation 
of, income tax returns—a function 
properly within the province of ac- 
countants—can be approached by 
building upon accounting and audit- 
ing skills. 


Teach problem discovery.—The 
knowledge and skills required to dis- 
cover the existence of potential or 
actual problems are not identical with 
the knowledge and skills necessary to 
solve such problems. If we can 
recognize that this distinction exists, 
then the area of tax law teaching for 
accountants can be the exceedingly 
important function of problem dis- 
covery,® leaving to the law school 
teaching areas of problem solution. 


In terms of the value to a taxpayer, 
trouble discovery may be the more 
important contribution, albeit that in 
professional life clients seem insuf- 
ficiently impressed with problem discov- 
ery. The skills of problem discovery 
can be the subject matter of tax account- 
ing training without running into the 
professional controversy of lawyers’ tax 
law. Here the tax accountant can be 
given special training in the recogni- 
tion, among other things, of the normal, 
as compared with the abnormal, busi- 
ness transaction. There are certain 
warning signals of potential trouble 
about which the professionally trained 
accountant can learn, and which, when 
applied, can be of great help to his 
taxpayer client. Teaching materials 
could be developed which would help 
give knowledge and skills to recog- 
nize such tax warning signals as un- 
performed obligations, obligations 
performed by another, exceptional or 


*Brown, “Accountant as Problem-Dis- 
cover,” Proceedings of the 1958 Southern 
California Tax Institute, p. 27. 
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unusual transactions, intrafamily or 
other related transactions, year-end 
signals, and substantial changes in 
financial position. 


Broad liberal arts approach.—There 
are those who would use the time al- 
lotted to law teaching in college courses 
to the teaching of broader sociological, 
political and philosophical matters.‘ 
The subject of taxation forms a back- 
drop for such an approach. It touches 
about as many people in our society 
as does any legal field. It involves 
tremendous problems of the interplay 
of legislative enactment, executive 
administration, judicial application 
and citizen responsibility. The con- 
cept of public policy runs everywhere 
in taxation. 


There can be an intermixture of 
practical taxation with the broader 
liberal arts notions of teaching law. 
Any tax case or any factual situation 
involving relationships between a 
taxpayer and his government, or be- 
tween taxpayers themselves, offers 
fair territory for exploring the func- 
tions and operations of government, 
the nature of law, the relative respon- 


sibilities of the executive, legislative 
and judicial branches of government, 
and all the jurisprudence that stu- 
dents can absorb. Take the relatively 
simple example of the filing of a joint 
tax return by husband and wife: 
Whence comes the legal requirement 
(legislative branch), and how enforced 
(executive), and how applied, if,.for 
example, question should arise as to 
the marital status of the parties (judi- 
cial), the nature of law (the obliga- 
tion of the husband and wife being 
joint and several), the economics 
(compare the economic effect of the 
same income by the same taxpayers 
if they were not married), the dy- 
namics of law and legislation (we did 
not always permit the filing of joint 
returns), and all the public policy 
that arises out of the necessity to im- 
pose taxes. 


Our silent partner—the Commis- 
sioner of Internal Revenue—comes in 
for a participating share of many of 
our financial transactions. There are 
some in the teaching profession who 
wish that he would use some of his 
share to participate in the solution of 


its problems. [The End] 


THE ACCUMULATED EARNINGS TAX—Continued from page 858 


corporations, as a comparatively large 
proportion of highly liquid assets will 
’ serve as a signal and an invitation to 
the Service for investigation and pos- 
sible application of Section 531. How- 
ever, liquid assets are a predecessor 
to fixed assets, and to reduce relatively 
liquid assets is to adversely affect 
fixed assets. Congressional interest 
in -accelerating the rate of economic 
growth of small close corporations— 
in order that these corporations may 
make their maximum contribution to 
aggregate growth—-may cause the 


*Berman, On the Teaching of Law in the 
Liberal Arts Curriculum (Brooklyn, Foun- 
dation Press, 1956). 
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Service to take a more relaxed view 
of the liquid asset position of these 
corporations with respect to Section 531. 

However, this will necessarily wait 
upon more Congressional interest in, 
and knowledge of, the growth aspects 
of small business than is now mani- 
fest. Also, it is possible that Con- 
gressional concern with avoidance of 
the personal tax through corporate 
retention of earnings may dampen 
whatever interest the Congress may 
have in moderating the impact of 
Section 531. [The End] 
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Meetings of Tax Men 


New York Tax Lectures. — The 
Committee on Taxation with the coop- 
eration of the Forum Committee of the 
New York County Lawyers’ Associa- 
tion is sponsoring a series of four tax 
luncheon lectures and discussions to 
be held at the New York University 
Club, 123 West 43rd Street, New 
York City. The dates of the luncheons 
and the topics to be discussed are 
November 15, dividing a corporate 
business; December 13, tax problems 
in connection with security transac 
tions; January 17, partnership tax 
problems; and February 14, problems 
of residents under New York’s federally 
based income tax law. All mem- 
bers of the bar, whether or not members 
of the association, and other interested 
persons invited to attend. The 
price of the entire series is $21. Single 
tickets, if available, are $5.50. Tickets 
may be ordered from James O. Wynn, 
1 East 44th Street, New York 17, New 
York. i, 
man of the committee. 

New York State Society of CPA’s. 

The Foreign Government Taxation 
Committee of the New York State 
Society of Certified Public Account 
ants will sponsor the fall meeting 
to be held on November 21 at the 
Barbizon Room of the Barbizon Plaza 
Hotel, 58th Street at Sixth Avenue, 
New York City. “Tax Havens” will 
be the subject of the meeting. 

Northern California Tax Account- 
ing Conference.—The Tenth Annual 
Northern California Tax Accounting 
Conference, sponsored by Districts 
IV and V, Society of California Ac 
countants, will be held at the Fairmont 
Hotel in San Francisco on November 
17 and 18. Eight speakers will ad- 
dress the technical sessions on differ 


are 


Henry Landman is chair- 


ent phases of income taxation. In 
cluded among the speakers will be 
Adrian A. Kragen, professor of law 
and vice-chancellor of the University 
of California, on Subchapter S corpora- 


tions; Spurgeon Avakian, attorney at 


law, whose subject is travel and en 
tertainment expense deductions; and 
Attorney Samuel Taylor, who will 
speak on highlights of partnership tax 
problems. <A the 
and a registration card may be ob 
tained by writing the 
chairman, lan M. Strange, P. O. 
55, Antioch, California. 


copy of program 
conference 
Box 


New Jersey Tax Seminar.—The 
Eleventh Annual Tax Seminar of the 
New Jersey Association of Public 
Accountants will be held on Saturday, 
December 10, at the Princeton Inn, 
Princeton, New Jersey. Allyn R. 
sell is the executive director of the 


association. 


Illinois Tax Seminar._The 1960 
Tax Seminar of the Independent Ac 
countants’ Association of Illinois will 
be held Thursday, Friday and Satur 
day, December 1, 2 and 3, at the Hotel 
Sherman in Chicago. Full informa 
tion may be obtained from the asso 
ciation’s Tax Committee at 1020 South 
Wabash 


Sidney C. 


Illinois. 
Becker is chairman of the 

The 
\lfred R. Anstett, president ; Herman 
Dykema, Jr., 


Avenue, Chicago 5, 


committee. state officers are 


and George B. Brown, 
John J. 


cording secretary ; Franz 


vice-presidents ; Lucey, re 


and Petritz, 


treasurer. 


Estate Planning Council.—Joseph 
W. Price, III, of Philadelphia, will 
speak at the next meeting of the Es 
tate Planning Council of New York 
City, Inc., to be held on Wednesday, 
November 9, the president of the 
council, T. T. Shaw, has announced. 
His subject will be: how will clauses 
can influence a beneficiary’s income 
taxes. Mr. Price is with the law firm 
of Duane, Morris & Heckscher and is 
a recognized authority on the subject 
of estate planning. He is scheduled 
to be one of the cochairmen at the 
session on estate planning to be held 
at the New York University Nine- 
teenth Annual Institute on Federal 
Taxation. 
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